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Although the workload of the Internal Revenue Service has 
increased by 15 per cent since 1952, its enforcement personnel has 
been reduced by 11 per cent. Since that year 3,076 enfcercement 
employees have been dropped from the payroll. 


The IRS claims that this leaves it no longer able to office-audit 
all the returns it receives. In 1958 only 4 per cent of the 60 million 
returns filed were audited. Existing personnel do not even have the 
time to mathematically verify more than 68 per cent of the returns 
which are filed. 


It is pointed out that in the six years since 1952, the deficiencies 
assessed have averaged $320 million less a year than they did in the 


previous six-year period, or a loss to the government of more than 
$1,800 million. 


For fiscal year 1960, Commissioner Dana Laiham requested an 
increased appropriation for the IRS to, in part, cover the addition 
of 726 enforcement employees. He estimated that a new enforcement 
official would collect $9 of otherwise uncollected revenue for each 
$1 spent to employ him in his first year of work and that the ratio in 
subsequent years would be 13 to 1. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Hditor, Henry L. Stewart; Wash- 
ington Editor, Lyman L, Long; Business Manager, James L. Jones; Circulation 
Manager, Richard H. Lane. 
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IN THIS ISSUE 


They help, yet hinder. In our department “From the Thought- 
ful Tax Man” at page 568, we are fortunate to have a statement by 
Louis H. Penney, president of the American Institute of Certified 
Public Accountants. He points out that while taxes have contributed 
substantially to the growth of the accounting profession, the tax 
structure tends to inhibit the growth of the profession. Mr. Penney 
heads the San Francisco firm of L. H. Penney & Company. 


The accumulated earnings tax. A loophole that was closed before 
it ever opened was plugged by a provision which would prevent a 
corporation from assisting its stockholders to minimize their taxes 
by simply not declaring dividends. However, much has happened 
since the Tariff Act of 1913, which provided that shareholders would 
be taxed upon their proportionate shares of a corporation’s earnings 
whether or not the earnings were distributed as dividends. At one 
time, the law provided that the corporation rather than the sharehold- 
ers should pay a penalty tax. By 1938, the present concept began to 
take form: “The fact that the earnings or profits of a corporation are 
permitted to accumulate beyond the reasonable needs of the business 
shall be determinative of the purpose to avoid surtax upon sharehold- 
ers unless the corporation by the clear preponderance of the evidence 
shall prove to the contrary.” For many years, this penalty surtax was 
popularly known as a Section 102 tax. The Internal Revenue Code of 
1954 shuffled the section numbers and shuffled some of the wording. 
The section numbers are now 531-537, and the new Code ushered in 
a new tax concept—an accumulated earnings credit. In addition, be- 
cause of complaints regarding the burden of proof, the burden was 
shifted to the Secretary of the Treasury under certain circumstances. 
One of the first decisions of the Tax Court interpreting this new provi- 
sion was Pelton Steel Casting Company. 


The article beginning at page 573 takes a sharp look at the tax 
on accumulated earnings, and offers good advice on how to avoid 
some of the past administrative difficulties and on how to administer 
the law in the light of the intention of Congress. 


Stanley P. Wagman is an attorney in New York City with the 
firm of Roberts & Holland. 
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Gimmicks. Federal taxes have become an important factor in 
the daily lives of everyone, and the tax law has become, although in 
an attempt to be fair, a document loaded with special credits, special 
exemptions and special rates. Perhaps the ingenious entrepreneur can- 
not be blamed if he has found a way to use the tax law as a sales 
gimmick, through studious and meticulous observance of all the rules. 
Lately, the Tax Court decided the Sonnabend case, where exceptionally 
large interest deductions were created by loans obtained for that pur- 
pose only. The mechanics of life insurance, combined with the me- 
chanics of the tax law, lend themselves to devices whereby it seems 
that a taxpayer can get something for nothing. One such device is 
that involving the corporate purchase of insurance. John S. Pennish 
feels very strongly about such devices, and in his article at page 583, 
he gives a well-intentioned warning. 


Mr. Pennish is an attorney in Chicago with the firm of Blumberg, 
Smith, Wolff & Pennish. 


Deferred compensation. Salaries are taxable. A high salary is 
subject to high taxes. A good executive must be retained, and he 
deserves adequate compensation. However, giving that executive a 
high after-tax result has been solved, in some part, by employer-em- 
ployee agreements under which some income is deferred to later years. 
There are 4,800 plans using deferred annuity group annuities. These 
plans cover 2,425,000, with reserves of over $10 billion. There are 
2,000 deposit-administration-group-annuities plans covering 1,500,000 
persons with reserves of over $2 billion. The deferred compensation 
contract is quite useful in situations where the employer is desirous 
of recognizing an employee or a certain few employees, whereas the 
pension and profit-sharing trusts must cover a large group of em- 
ployees in order to qualify for tax advantages. The Institute of Life 
Insurance reports that there are 16,440 individual policy pension trusts 
covering 605,000 persons with reserves of almost $2 billion. 


Arthur E. Schmauder’s article, which begins at page 587, discusses 
deferred compensation agreements and tax problems involved in their 
execution and in their funding. This was a subject which he discussed 
at a recent meeting of the Brooklyn Law School Insurance Forum. 
Mr. Schmauder is assistant general solicitor of The Prudential Insur- 
ance Company of America. 


The wife’s traveling expenses. This is an article that you should 
save for the time when you make a business trip and the wife wants 
to go along. This will prove your point that the reason you don’t take 
your wife with you on business trips is a tax reason—no other reason. 
It is relatively impossible to account for her expenses unless she can 
come within the narrow limits of those decisions which have permit- 
ted the deduction of expenses of the wife when she accompanies the 
husband on a business trip. 
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The article begins at page 595, and is written by Hilary H. Sax. 
Mr. Sax is a member of the Illinois and Texas bars, and a certified 
public accountant in Texas and in Illinois. Presently, he is a full-time 
lecturer at the University of Nevada, Reno. 


Civil rights in tax matters. In obedience to an administrative 
subpoena, a merchant produced sales records which he had been 
required to keep by a regulation of the price administrator. The mer- 
chant claimed a constitutional privilege as to these records. In a 
prosecution for violation of the Emergency Price Control Act, based 
on the evidence thus produced, he claimed his production of these 
records gave him immunity from prosecution. This case went all the 
way to the Supreme Court. In a strong dissent, Justice Frankfurter 
said: “If records merely because required to be kept by law ipso facto 
become public records, we are indeed living in glass houses. Virtually 
every major public law enacted . . . has record-keeping provisions. 
In addition to record-keeping requirements, is the network of provi- 
sions for filing reports. . . . If Congress by the easy device of requir- 
ing a man to keep private papers that he has customarily kept can 
render such papers ‘public’ and non-privileged, there is little left to 
either the right of privacy or the constitutional privilege.” 


Abraham H. Spilky takes this decision, equates it with certain 
sections of the Code, and states that the possibility that Code provi- 
sions can be interpreted in the light of the majority opinion in the 
Shapiro case is not an idea too farfetched. The article begins at page 
603. Mr. Spilky is a certified public accountant in New York City. 


Foreign trade. There is more on the Boggs bill and its importance 
to the United States’ position in foreign trade in the article which 
appears at page 609. It is a cruel anomaly when our cold-war enemies 
are aided by our tax provisions. The article is written by Paul D. 
Seghers, a New York attorney and chairman of the International 
Section of the New York Board of Trade, Inc. 


Heaven or havens—both are illusive. Since heaven is out of reach 
of most of us taxpayers, the next best thing is a haven. A tax haven, 
broadly defined, is a foreign country which imposes little or no tax 
upon income or property, or on certain types of income or property. 
An article beginning at page 615 discusses features of the United 
States system which must be taken into account before a tax haven 
is recognizable, and then it discusses certain tax havens. This article 
should be read in connection with Mr. Seghers’ article at page 609. 


Carl R. Smith is a manager in the Chicago tax department of 
Peat, Marwick, Mitchell & Co. His article is based on a talk which 
he delivered before a joint conference of the Illinois Society of Certi- 
fied Public Accountants and the Illinois State Chamber of Commerce. 
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Substantially disproportionate stock redemptions. In our May 
issue, we published a very mathematical article complete with formulas 
for determining a shareholder’s interest in order to qualify for Section 
302(b)(2). The article suggested the use of ten equations, and started 
other tax men thinking. One of them was Richard F. Palmer in 
Boston, who suggests a simpler way, using only three equations. 
He says: 

“Prior to the redemption A’s percentage shareholder interest is 
8.742023% ; obviously after the redemption it must be slightly less 
than 80% X 8.742023% = 6.99362%. Similarly, B’s post redemption 
interest must be slightly less than 6.26628% and C’s 5.69281%. We 
are faced with the problem of determining three unknowns, X, Y, and 
Z, the number of shares which must be redeemed from A, B, and C, 
respectively. 

“We know that after the redemption the total number of shares 
which A holds is 1000 = X and that the total number of shares then 
outstanding will be 11,439 — (X + Y + Z). Thus, after the redemp- 
tion it is quite obvious that A’s percentage interest will be determined 
by the following fraction : 


1,000 — X 
ee This suggests the equation: 
11,439 — (X + Y + Z) 


A’s post redemption 


1,000 — X 
; = 6.99362% = PaUNCUes Sree SRNL e ek Ce 
percentage interest 11.439 — (X + Y¥ +2) 


“Since as many equations are required as there are unknowns, the 
equations with respect to B’s and C’s post redemption percentage 
interests are easily determined. 

“Solution of these equations requires neither a log table nor a 
young associate; a calculating machine is, however, invaluable. X 
turns out to be 246.7686; it is rounded up to 247 since we used 80% 
in the equation, whereas A’s post redemption interest must be slightly 
less than 80%. Thus Y which equals 221.0949 is rounded up to 222 
and Z which equals 200.8698 is rounded up to 201.” 

Another attorney whose interest was provoked by the formula is 
Peery Price of Mitchell, Silberberg & Knupp of Los Angeles, Cali- 
fornia. He suggests an alternative procedure. See page 633. 


Tax-wise living and working. One hears so much these days 
about run-away industries and tax-favored states, that when we heard 
of a debate on the subject: “Resolved, that the tax structures of state 
and local governments have an appreciable influence on the location 
of new industries,” we thought that you would like to see thé affirma- 
tive and the negative sides of this question, authoritatively discussed. 
The debate took place under the auspices of the Committee on State 
and Local Taxes of the American Bar Association’s Section on Taxa- 
tion. The participants were George D. Brabson, tax attorney of The 
Ohio Oil Company, and James H. Maloon, director of research, Ohio 
Department of Taxation. The debate begins at page 635. 


In This Issue 





Louis H. Penney, president of the 

American Institute of Certified Public Accountants, discusses 
the inhibiting effect of the tax 

structure on the growth of the professions. 


INCE THE ENACTMENT of the Sixteenth Amendment 

to the Constitution there has been a steady growth in 
the importance of the income tax. In 1913, the combined 
corporate and individual income tax yielded a little over 
10 per cent of the total internal revenue receipts. The report 
of the Commissioner of Internal Revenue for the fiscal year 
1958 shows that the income tax yielded 74 per cent of the 
total revenues and the individual income tax produced 48 per 
cent alone. 

As would be expected, this growth in importance of the 
income tax has been accompanied by increased public interest. 
Intelligent and articulate citizens are examining with concern 
the nature of our tax laws and how they are administered. 
In recent years, many articles have been written discussing 
various phases of our tax laws and the policies which have 
given rise to them. 

Some writers and speakers criticize special benefits under 
the law. It has been estimated that if a number of such 
provisions were eliminated from the law, the top individual 
rate could be reduced to 60 per cent and the top corporate rate 
could be reduced to 35 per cent without any loss in revenue. 


On the other hand, it has been suggested that if rates 
were reduced first, the resulting incentive to business and 
financial activity alone would create a sufficient increase in 
national income that any loss in revenue would be made up 
promptly; so-called special provisions could be retained for 
the additional incentive they supply. 


It cannot be denied that taxes have contributed substan- 
tially to the growth of the accounting profession. Without 
the income tax the accounting profession’s growth in the last 
40 years would have been less rapid. 
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However, this’ stimulus to the profession's growth may 
prove to be a mixed blessing. The present tax structure tends 
to inhibit the growth of the professions. Higher tax rates 
make it difficult to save any substantial part of an individual’s 
earnings in professional practice. In general, the tax laws 
offer more favorable treatment to corporations, a form of 
organization which is not available to the professions. 


Recent years have shown a steady drift from the profes- 
sions to corporate employment. The uncertainties of self- 
employment, and its high taxes, do not contrast favorably 
with the opportunities available in a corporation. College 
graduates find more attractive offers coming from corporations 
—salary, advancement opportunities, retirement, and the like. 


The difficulty in meeting the competition for better men 
has other consequences. For many years, the leaders of the 
community have come largely from the professions. Public 
service is a traditional part of a professional career. The 
reluctance of young people to enter upon a professional career 
will be reflected in a future scarcity of community leaders. 


A partial answer is such legislation as the Keogh-Simpson 
bill, which would permit the self-employed a deduction for 
limited amounts put aside for retirement. This bill has 
received strong support from the professional organizations. 


Some attempts have been made to ameliorate the harsh 
effects of operating as a partnership or proprietorship (a must 
for any profession), as contrasted with operating as a cor- 
poration. However, these provisions have not been too effective. 


If the professional man is to maintain his position, the 
discriminating factors in the tax structure must be corrected. 
This requires long-range reform and planning. 


In this respect, the forthcoming hearings of the Ways 
and Means Committee hold much promise. The ultimate 
effect sought in these hearings is of great importance. Tax 
reform, in addition to rate reduction, should seek and promote 
a climate more favorable to economic growth by a fair distri- 
bution of the tax burden. Only if this is done, can the pro- 
fessions compete on an equal basis for the better men. Only 
by getting its fair share of these better men can the professions 
continue to render the high quality of service which is char- 
acteristic of them. 


Profession's Growth 





TAX-WISE NEWS 


You CANNOT DEDUCT interest on a 
note where you have no intention of enforcing payment. In order to 
deduct the interest, there must be an intention to create a true indebt- 
edness.—O. H. Kruse Grain & Milling, CCH Dec. 23,612(M), 18 TCM 
487. But here is another decision involving interest: The taxpayer 
incorporated his individual proprietorship. He transferred all the 
assets except the machinery and equipment to the corporation for 
$35,000 of its stock. Then, the taxpayer transferred the machinery and 
equipment to the new corporation for its note in the amount of 
$180,000. The government took the position that this note was 
without substance and that in fact it represented equity capital; 
consequently, it disallowed the deduction of interest by the corpora- 
tion. Looking at only the book entries, the ratio of indebtedness to 
stock was.approximately 5-1. However, additional assets not listed 
on the books were transferred to the corporation in consideration of 
the stock, including good will, and taking these into consideration, 
brought the debt-stock ratio down to almost 1-1. Further, the note 
was payable in installments of $1,500 a month, and the corporation 
continued to grow and increase its surplus, and never subordinated 
the payments to the claims of other creditors —Maurice H. Brown, 


CCH Dec. 23,611(M), 18 TCM 483. 


Turis TAXPAYER claimed that his failure 
to file a declaration was due to a reasonable cause. The cause: His 
accountant failed to prepare the declaration for signing and to send it 
to the proper tax official, as he had done for the past 15 years. The 
Tax Court’s reply: That’s not a reasonable cause. The penalties for 
underestimation were sustained.—D. Joseph St. Germain, CCH Dec. 


23,547(M), 18 TCM 355. 


The fact that taxpayers have a mistaken belief, however honest, 
that there was no necessity for them to file declarations is not a reason- 
able cause for failure to file them. The taxpayer’s belief must not only 
be honest, but it also must be based on reasonable grounds. When a 
taxpayer picks up information in discussions with people doing ac- 
counting work, and people doing tax work, that causes him to believe 
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that he does not need to file, such belief is not based on reasonable 
grounds.—Max Marks, CCH Dec. 23,559(M), 18 TCM 386. 


However, if a taxpayer consults a tax man on the specific ques- 
tion: “Do I have to file declarations?” and he is advised: “No,” the 
answer is likely to be different. Here is a decision in which a taxpayer 
had entrusted all his matters to a certified public accountant, and the 
accountant did not advise the filing or the preparation of a declaration 
of estimated tax since he thought, at that time, the IRS office was 
not paying particular attention to the enforcement of filing declara- 
tions. The taxpayer was let off the hook. His failure to file was due 
to reasonable cause.—Lowuis Cornelio, CCH Dec. 23,563(M), 18 TCM 
393. 


Here's A CASE where community property, 
instead of decreasing a wife’s taxes, raised them. This Texas wife 
had been separated from her husband for over four years, but in the 
separation agreement they had failed to dissolve the marital com- 
munity; hence, the wife remained the owner of one half of her hus- 
band’s salary, and she was taxed on it. As a general rule, only death 


” 
s 
*e 
-* 
NK 
a’ 
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‘| saw the report on her. She's an American brain—and her doctoral 
dissertation was on percentage depletion and carved-out oil payments."’ 


Tax-Wise News 





or judicial decree dissolves marital community.—Christine K. Hill, 
CCH Dec. 23,569, 32 TC — No. 23. 


Here’s a tip from an expert tax planner to all lawyers who draw 
wills, assist in estate planning or plan estates, regardless of where 
they practice. They should be familiar with community property laws, 
he says. Community property law is basic to those states which 
were created out of territory once under the jurisdiction of France, 
Spain or Mexico. His reason: It is very common today to find that 
either or both spouses in a common law state at some time resided 
in a community property state. This fact may affect the transfer of 
an interest in some property. He had particular reference to life 
insurance premiums which were paid out of the salary of the husband 
while he lived in a community property state before moving to or 
being transferred to a common law state. 


LEGAL FEES paid by a taxpayer to secure 
her release from a mental institution were personal—not deductible. 
Marguerite Oram, CCH Dec. 23,567(M), 18 TCM 395. 


As THE NEW TAX on life insurance takes 
effect, Commissioner Latham is granting a blanket extension to 
September 15, 1959, to file Form 11-20 L for 1958, and to make final 
payment for 1958 federal income taxes. 


Life insurance companies for the first time in many years will 
be taxed under a permanent arrangement (if tax law can be perma- 
nent). The new law taxes investment and underwriting income, and 
capital gains. It’s a three-phase tax base, based on a portion of 
investment income, one half of underwriting income and the remain- 
ing half of the underwriting income to the extent it is distributed 
to the stockholders. The law is expected to produce $500 million in 
federal income taxes, 69 per cent from the mutuals and 31 per cent 
from stock life insurance companies. Since 1921, life insurance com- 
panies were taxed on net investment income. They have been taxed, 
under one formula or another, on what has been considered the life 
insurance company’s share of this income as distinct from the policy- 
holders’ share. From 1921 through 1941, the division of the net 
investment income between the company and the policyholders was 
determined by applying specified rates of interest to the reserves each 
company individually held for its policyholders. Since 1942, however, 
the policyholders’ share of investment income has been determined on 
an industry-wide, rather than an individual company, basis. The 
formula which would apply for the calendar year 1958 and subsequent 
years, in the absence of any action by Congress, is the so-called 1942 
formula. This is the formula which was in effect for the period 1942 
through 1948. For the period 1949 through 1957, so-called stopgap 
formulas were applicable. 
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The TAX MAGAZI INE. 


TAXATION OF 
Accumulated Earnings and Profits: 
A Procedural Wrangle 


By STANLEY P. WAGMAN 


Many questions attendant on a problem as old as United States income 
taxation itself can be answered under the 1954 Code’s 

accumulated earnings tax provisions. This practical article suggests how 
the Tax Court, by exercising a firm hand in the development of an 
effective discovery motion practice, and the Commissioner of Internal 
Revenue, by the promulgation of constructive regulations, can establish a 
suitable framework within which future administration may proceed. 


HE TAXATION of accumulated earnings and profits presents a 

considerable dilemma to Congress. The history of the statutory 
provisions indicates the difficulty inherent in this problem and Con- 
gress’ struggle with it. On the one hand, reinvestment of accumulated 
earnings or profits provides the lifeblood of business; accumulations 
are to be condoned for such purposes. But, on the other hand, by 
virtue of capital gains. concepts and tax-free reorganizations and 
liquidations, the accumulation of earnings and profits has, since the 
beginning of income taxation in the United States, been a chain of 
avoidance schemes. Quelling such avoidance presents, in turn, a 
further dilemma—the need for a system which will be sufficiently 
flexible to do justice in proper cases without making the statutory 
sanction nugatory. Notwithstanding official protestations to the con- 
trary,’ the administrative enforcement of the accumulated earnings 
tax provisions over the years developed concerted abuses of corporate 
taxpayers.” 








*Cary, “Current Reflections on Section 102,” Proceedings of Eighth Annual 

New York University Institute on Federal Taxation (1950), p. 1250. 
7See S. Rept. 1622, 83d Cong., 2d Sess., p. 70, for general remarks of the 
Senate Finance Committee describing the reasons for incorporating Sec. 534 into 
(Continued on following page) 
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Mr. Wagman is a member of the 
law firm of Roberts & Holland, 
New York City. 


It is with the procedural steps that 
can be taken to eliminate these abuses, 
in the context of the burden of proof 
under the system adopted in the 1954 
Code, that this article is concerned. 


The problem is by no means mooted 
by Section 205(a) of the Small Busi- 
ness Tax Revision Act of 1958 (Public 
Law 85-866, Title II, Section 205, 
Eighty-fifth Congress, Second Session 
(September 2, 1958) ), which raised to 
$100,000 the amount to be used in 
determining the minimum credit al- 
lowed by 1954 Code Section 535(c) (2). 
The reasonable needs of the business 
will not be taken into consideration 
only where the retained earnings and 
profits in each year do not exceed the 
difference by which $100,000 exceeds 
the balance of retained earnings and 
profits at the close of the prior year 


(Treasury Regulations Section 1.535-3 
(b)(2)). 


Once the $100,000 ceiling is passed, 
the regular accumulated earnings credit 
provided for in Code Section 535(c) 
(1) will be determined without refer- 
ence to the minimum credit (Treasury 
Regulations Section 1.535-3(b)(2) and 
(3)). The critical test will then relate 
to the reasonable needs of the busi- 
ness (Treasury Regulations Section 


1.535-3(b)(1)). 


For purposes of determining re- 
tained earnings and profits at the 
close of a taxable year, the dividends 
paid deduction (Code Section 561) 
reduces the amount otherwise avail- 


(Footnote 2 continued) 


the statutory framework. The manner in 
which the section would operate was ex- 
plained in the committee’s detailed remarks 
at p. 315 of that report. Further remarks 
with respect to the operation of the section 
appear in S. Rept. 1162, 84th Cong., Ist 


574 
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able (1954 Code Section 535(c)(1); 
Treasury Regulations Section 1.535-3 
(b)(1)(i)). It should be noted, how- 
ever, that the Treasury has taken the 
position that the mere fact that a 
corporation distributed a large portion 
of its earnings and profits for the tax- 
able year does not necessarily prove 
that earnings and profits were not 
permitted to accumulate beyond the 
reasonable needs of the business (Treas- 
ury Regulations Section 1.537-1(a)). 


Statutory History 


The utilization of accumulated earn- 
ings and profits in tax avoidance 
schemes was recognized as far back 
as 1864 in the Civil War Tax Act 
of that year. However, no definitive 
or enduring legislation was then en- 
acted. The Revenue Act of 1913 first 
instituted a surtax on individual net 
income to the extent of the individual 
share of undistributed corporate profits ; 
it was felt that this provision went 
far toward closing the avoidance loop- 
hole. The Revenue Acts of 1916, 1917 
and 1918 generally followed the pro- 
visions of the Act of 1913, but the 
sections were never extensively used 
as an enforcement tool. 


Those revenue acts embodied the 
following statutory scheme: The ac- 
cumulation of gains or profits beyond 
the reasonable needs of the business 
were prima-facie evidence of a fraud- 
ulent purpose to escape tax at the 
individual level, but the Secretary of 
the Treasury was required to certify, 
before the penalty tax could be im- 
posed, that in his opinion such ac- 
cumulation was beyond the reasonable 
needs of the business. 





Sess. (U. S. Code, Congressional and Ad- 
ministrative News, “Legislative History,” 
Vol. II, p. 3028) when proposed amend- 
ments to it, in Secs. 4-5 of Pub. L. 367, 
Ch. 805 (84th Cong., Ist Sess. (1955)) were 
submitted. 
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The system was changed in 1921 to 
impose the penalty against the cor- 
poration rather than the shareholder. 
But enforcement of those provisions 
produced little revenue until 1928; 
after that date, great difficulty was 
experienced in administrative enforce- 
ment of the provisions of the statute. 


The early ineffectiveness of this legis- 
lation and its enforcement to stem 
taxpayer abuses apparently helped 
shape the course of future statutes 
whose extreme provisions in reaction 
laid the seed for the abusive adminis- 
tration that has plagued taxpayers and 
tax practitioners. 


The act of 1924 had already elimi- 
nated the requirement that the Com- 
missioner was to certify his opinion 
that accumulated earnings and profits 
were beyond the reasonable needs of 
the business as a condition precedent 
to the imposition of the penalty. The 
Revenue Acts of 1936 and 1938 adopted 
a new method for attacking the prob- 
lem, which further strengthened the 
government’s hand. These acts re- 
quired the taxpayer, by a clear pre- 
ponderance of the evidence, to prove 
the absence of any purpose to avoid 
surtaxes upon shareholders—that is, 
overcome the statutorily imposed pre- 
sumption of such a purpose—after it 
had been administratively determined 
that the earnings and profits were 
unreasonably accumulated. 


The shift over the years with re- 
spect to the force of an administrative 
determination of an unreasonable ac- 
cumulation from prima-facie evidence 
to a presumption of the interdicted 
purpose upon which the penalty is 
imposed, to be overcome by a clear 
preponderance of the evidence, was 
the most significant statutory change 
(apart from that concerning personal 
holding companies). It indicates that 
the question of burden of proof has 
always been the most practical and 
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difficult problem faced with respect 
to enforcement of the penalty provi- 
sions. 


1954 Code: 
Two-Stage Procedure 


It would appear that Congress has 
finally achieved in the 1954 Code what 
it has been aiming at since 1913. Under 
the 1913 act, the Commissioner also 
had to certify that in his opinion the 
accumulation upon which the penalty 
was imposed was unreasonable for the 
purpose of. the business. However, 
the 1954 Code is more effective from 
the point of view of taxpayer equities 
because the Commissioner’s determi- 
nation ordinarily can no longer be an 
“all or nothing” affair. 


Code Section 531 provides: 


“Sec. 531 [Imposition of Accumu- 
lated Earnings Tax]. In addition to 
other taxes imposed by this chapter, 
there is hereby imposed for each tax- 
able year on the accumulated taxable 
income (as defined in section 535) of 
every corporation described in section 
532, an accumulated earnings tax equal 
to the sum of— 


“(1) 27% percent of the accumu- 
lated taxable income not in excess of 
$100,000, plus 

“(2) 38% percent of the accumu- 
lated taxable income in excess of 


$100,000.” 
Code Section 532 provides: 


“Sec. 532 [Corporations Subject 
to Accumulated Earnings Tax]. (a) 
General Rule—The accumulated earn- 
ings tax imposed by section 531 shall 
apply to every corporation . . . formed 
or availed of for the purpose of avoid- 
ing the income tax with respect to 
its shareholders or the shareholders 
of any other corporation, by permit- 
ting earnings and profits to accumu- 
late instead of being divided or 
distributed. .. :” 
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Code Section 535 provides: 


“Sec. 535 [Accumulated Taxable 
Income]. (a) Definition.—For pur- 
poses of this subtitle, the term ‘accu- 
mulated taxable income’ means the 
taxable income . .. minus the sum of 
the dividends paid deduction (as de- 
fined in section 561) and the accumu- 
lated earnings credit (as defined in 
subsection (c)).... 


“(c) Accumulated Earnings Credit.— 


“(1) General rule—For purposes 
of subsection (a),... the accumulated 
earnings credit is (A) an amount 
equal to such part of the earnings 
and profits for the taxable year as are 
retained for the reasonable needs of 
the business... .” ‘ 

The penalty is no longer imposed 
upon the entire accumulation of earn- 
ings and profits for any taxable year 
where it has been determined to be 
unreasonable to any extent; rather, 
the tax penalty can only be imposed 
upon the excessive or unreasonable 
portion of such accumulation. 

Certain subjective requirements 
must be met, however, or the 1954 
Code surtax may revert to an “all or 
nothing” tax. Although, objectively, 
the accumulations may not exceed 
reasonable business needs, the corpo- 
ration must have “specific, definite, 
and feasible plans” for its use. Also, 
where execution of a definite plan is 
postponed indefinitely, an accumula- 
tion cannot be justified on the grounds 
of reasonably anticipated needs of the 
business. (Treasury Regulations Sec- 
tion 1.537-(b) (1).) 

Thus, an accumulated earnings tax 
case breaks down into two distinct 
stages: (1) a determination of the 
reasonable needs of the business and 
(2) a determination of the existence 
of the interdicted purpose. 


The surtax is penal in nature and its 
predecessor, 1939 Code Section 102, 
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A sneak attack on the dollar is just 
as dangerous as a 

surprise missile attack, and 

is already under way.— 

Senator Styles Bridges. 


was strictly construed so as to cover 
only cases which fell within its letter 
(Pelton Steel Casting Company, CCH 
Dec. 22,344, 28 TC 153 (1957), aff'd, 
58-1 ustrc J 9179, 251 F. 2d 278 (CA-7), 
cert. den., 356 U. S. 958; Dill Manu- 
facturing Company, CCH Dec. 10,712, 
39 BTA 1023 (1939) ; United Business 
Corporation of America, CCH Dec. 
6020, 19 BTA 809 (1930), aff'd, 3 ustc 
{| 1039, 62 F. 2d 754 (CA-2, 1933), cert. 
den., 290 U. S. 635). Absent the con- 
demned purpose, the effect alone of 
tax savings was not a foundation for 
imposition of the additional surtax 
(R. L. Blaffer & Company, CCH Dec. 
10,028, 37 BTA 851 (1938), aff’d, 39-1 
ustc | 9486, 103 F. 2d 487 (CA-5), 
cert. den., 308 U. S. 576; C. H. Spitz- 
ner & Son, Inc., CCH Dec. 9979, 37 
BTA 511; C. B. De Mille Productions, 
CCH Dec. 8869, 31 BTA 1161 (1935), 
aff'd, 37-1 ustc J 9249, 90 F. 2d 12 
(CA-9), cert. den., 302 U. S. 713). 


The fact that an accumulation ex- 
ceeded reasonable business needs was 
felt to raise a rebuttable presumption 
of the existence of the crucial purpose 
which could be overcome by evidence 
showing its absence (Helvering uv. 
National Grocery Company, 38-2 ustc 
{| 9312, 304 U. S. 282 (1938), rev’g 37-2 
ustc { 9504, 92 F. 2d 931 (CA-3), and 
affg CCH Dec. 9533, 35 BTA 163 
(1936)). The statute was found not 
to apply in some cases where the ac- 
cumulations were unreasonable (Gus 
Blass Company, CCH Dec. 15,885, 9 
TC 15, 37 (1947)) and, conversely, 
was held to apply where they were 
reasonable (United Business Corpo- 
ration of America, cited above ; Helver- 
ing v. Chicago Stockyards Company, 
43-1 ustc J 9379, 318 U. S. 693, rev’g 
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42-2 ustc J 9607, 129 F. 2d 937 (CA-1), 
and aff’g CCH Dec. 11,035, 41 BTA 
590 (1940); Whitney Chain & Manu- 
facturing Company, CCH Dec. 14,033, 3 
TC 1109 (1944), aff'd per curiam, 
45-2 ustc § 9332, 149 F. 2d 936 
(CA-2); Trico Products Corporation, 
CCH Dec. 12,425, 46 BTA 346 (1942) ; 
Semagraph Company v. Commissioner, 
45-2 ustc J 9466, 152 F. 2d 62 (CA-4), 
aff'g a memorandum opinion of the 
Tax Court). Hence, reasonableness 
or unreasonableness of an accumula- 
tion constituted only one factor blend- 
ing into the ultimate determination. 
The statutory prohibition could apply 
irrespective of it whenever the pro- 
scribed purpose appeared (World Pub- 
lishing Company v. U. S., 47-1 ustc 
{ 9280, 72 F. Supp. 886 (DC Okla.), 
aff'd, 48-2 ustc § 9436, 169 F. 2d 186 
(CA-10); Wilkerson Daily Corpora- 
tion, CCH Dec. 11,387, 42 BTA 1266 
(1940), aff'd, 42-1 ustc $9307, 125 
F. 2d 998 (CA-9) ; U. S. v. Tway Coal 
Sales Company, 35-1 ustc § 9123, 75 
F, 2d 336 (CA-6) ; Nipoch Corporation, 
CCH Dec. 9779, 36 BTA 662 (1930). 
However, where the prescribed pur- 
pose appeared, the penalty was im- 
posed upon the entire accumulation, 
albeit a portion may have been rea- 
sonably necessary. See Internal Revenue 


Code of 1939, Section 102, and Pelton 
Steel Casting Company, cited above. 


Significantly, while the latter, to the 
extent that a tax will be imposed, is 
dependent entirely upon the former, 
it is not involved in the determination 
with respect to the former. 


It should be noted that it has long 
been the announced policy of the In- 
ternal Revenue Service not to give 
rulings with respect to whether a 
retention of earnings and profits by a 
corporation is for the purpose of avoid- 
ing the imposition of a surtax on its 
shareholders (Revenue Ruling 10, 
1953-1 CB 488). 

It is with the former that pretrial 
efforts will be concerned. Where an 
accumulation still remains as exceeds 
reasonable business needs, the Com- 
missioner, to protect the fisc, will 
likely be forced to take the position 
that the surtax should be imposed. It is 
with the latter stage, vis-a-vis the unsub- 
stantiated part of the former, that the 
Tax Court will find itself concerned. 

The significant pattern in the 1954 
Code Sections 531-537 complex is that, 
in combination with its establishment 
of this two-stage procedure, it places 
upon the Commissioner the burden of 
proof * with respect to the grounds 





* “Sec. 534 [Burden of Proof]. (a) Gen- 
eral Rule.—In any proceeding before the 
Tax Court involving a notice of deficiency 
based in whole or in part on the allegation 
that all or any part of the earnings and 
profits have been permitted to accumulate 
beyond the reasonable needs of the busi- 
ness, the burden of proof with respect to 
such allegations shall— 

“(1) if notification has not been sent in 
accordance with subsection (b), be on the 
Secretary or his delegate, or 

“(2) if the taxpayer has submitted the 
statement described in subsection (c), be on 
the Secretary or his delegate with respect 
to the grounds set forth in such statement 
in accordance with the provisions of such 
subsection. 

“(b) Notification by Secretary.—Before 
mailing the notice of deficiency referred to 
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in subsection (a), the Secretary or his dele- 
gate may send by certified or registered mail 
a notification informing the taxpayer that the 
proposed notice of deficiency includes an 
amount with respect to the accumulated 
earnings tax imposed by section 531. 

“(c) Statement by Taxpayer.—Within 
such time (but not less than 30 days) after 
the mailing of the notification described in 
subsection (b) as the Secretary or his dele- 
gate may prescribe by regulations, the tax- 
payer may submit a statement of the grounds 
(together with facts sufficient to show the 
basis thereof) on which the taxpayer relies 
to establish that all or any part of the earn- 
ings and profits have not been permitted to 
accumulate beyond the reasonable needs of 
the business.” 
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stated by the taxpayer in support of 
the defensive claims made by it at the 
the first stage. Although the burden- 
of-proof provisions are in terms of 
proceedings before the Tax Court of 
the United States, it is felt that Con- 
gress intended the force of its remedial 
legislation to be brought to bear at 
the first stage of the development of 
any accumulated earnings case. 


Most Critical Stage: 
Role of Section 535 Credit 


As with any type of litigated con- 
troversy, the pretrial development is 
the most critical stage in a Section 
531 penalty case. From the point of 
view of both the government and the 
taxpayer, the arguments and action 
memoranda thrashed out and pre- 
pared here will eventually form the 
basis for the prosecution of the case 
to its final determination. It was at 
this stage that the abuses complained 
of and remedied by the 1954 Code 
existed. When a case reaches the 
trial stage, regardless of upon whom 
rests the burden of proof, the practi- 
tioner must be prepared to put on his 
best case with respect to all its aspects 
and must marshal all of his evidence 
and witnesses to that end. 


It is felt that to view the statute 
otherwise would be unrealistic. The 
Section 534(b) notice is not the first 
time that the taxpayer will have heard 
or become aware of a proposed im- 
position of the accumulated earnings 
tax. 

The Section 534 notice reflects the end 
of a long line of administrative steps 
and is a formal manifestation that the 
Commissioner of Internal Revenue 
still has not been convinced that the 
case can be disposed of without litiga- 
tion. It is not likely that after all the 
administrative stages have been ex- 





*See Treasury Regulations, Sec. 1.534-2 


(d)(2). 
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hausted and the Commissioner is still 
not convinced, he would fail to send 
a Section 534 notice and, thus, leave 
himself open to having to carry the 
burden of proof in the Tax Court. 


The minimal 30-day period under 
Section 534(c) (or even maximal 60- 
day period with 30-day extension) * 
would hardly be adequate time to de 
novo organize the voluminous materials 
associated with an accumulated earn- 
ings tax case—certainly, the reason- 
able-business-need aspect thereof—to 
be able intelligently to state all the 
grounds and satisfy even the “facts 
sufficient to show the basis thereof” 
requirement of the statute.* No doubt 
the taxpayer will have become aware 
of such problems at the revenue-agent 
audit and ten-day letter stage. 


Possibly the plainest indication of 
the pretrial (or pre-Section 534 no- 
tice) focus of the burden-of-proof 
provisions is the fact that the amount 
of the tax penalty to be asserted in his 
statutory notice of deficiency, which 
precipitates a Tax Court petition, can- 
not be determined by the Commis- 
sioner without a prior determination 
of the Section 535 credit, which is 
based upon the reasonable needs of 
the business. 

A persuasive consideration (if not 
the only tangible consideration from 
which to proceed or even attempt to 
speculate as to the corporate state of 
mind) upon which to base and fortify 
conclusions as to the presence or 
absence of the interdicted purpose 
will be the reasonable needs of the 
business. Accumulations will be ex- 
plained and justified in terms of such 
needs. Thus, assuming arguendo that 
the interdicted “purpose” can be es- 
tablished entirely apart from any pre- 
sumption arising out of accumulations 
in excess of the reasonable needs of 


*Code Sec. 534(e); see also Treasury 
Regulations Sec. 1.534-2(d). 
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the business, for all practical purposes 
the determination of reasonable needs 
will determine the imposition of the 
penalty in most cases. 


In fact, where the reasonable busi- 
ness needs can exhaust the accumu- 
lation, the question of purpose will 
become moot, inasmuch as the Section 
535 credit will result in a zero amount 
for penalty tax—which is as it should 
be to avoid witch hunts. Where such 
needs can be established, after being 
raised by the internal revenue agent 
as a problem, the occasion to send a 
Section 534 notice may well not arise. 
Thus, it is the taxpayer’s ability at the 
preliminary or conference stages to per- 
suade the Commissioner that the issue 
should not be litigated that is a prin- 
cipal focal point of the new provisions. 


Congressional Intent Clarified: 
Justice v. Immunity 


What Congress plainly must have 
wished was to give taxpayers the 
leverage missing in preliminary nego- 
tiations with the Commissioner. This 
leverage takes the form of the Com- 
missioner’s having to bear the burden 
of proof in the Tax Court where he is 
merely using an arbitrary determina- 
tion or threat thereof to get favorable 
compromises of other issues. Con- 
gress would now require the Revenue 
Service to thoroughly investigate ac- 
cumulated earnings tax cases, to make 
good-faith determinations of all the 
facts available after such an investiga- 
tion and to appraise carefully the 
legal precedents that could be brought 
to bear upon the problem.*® 


Often there are segments of society 
which want courts to be agencies 
of retribution, not dispensers of 
justice. It is against these groups 
that the bar must be opposed. 
—Justice William O. Douglas. 


In all fairness, too much should not 
be read into the new legislation by 
way of a “taxpayer oriented” ap- 
proach. All the equities are not on 
the side of the taxpayer. Critical 
purpose is really only within the tax- 
payer’s ken (or those responsible for 
its actions). It is the function of the 
Commissioner to guard the revenue. 
It is not to be realistically expected 
that Congress would enact legislation 
that would negate’ the penalty as- 
pects of the accumulated earnings tax. 
All Congress must have sought was 
that justice be done in accumulated 
earnings tax cases. By giving the tax- 
payer full negotiating leverage at the 
conference stages and putting the 
revenue agent to the careful investi- 
gation of all the facts for purposes of 
productive and just conferences, it 
had hoped to thereby iron out the 
incipient inequities in 1939 Code Section 
102 enforcement and administration. 


Role of Tax Court: Development of 
Active and Firm Discovery Practice 


The Tax Court of the United States 
will have a vital role to play in the 
effectuation of the intent of Congress. 
This can be done by, and must take 
the form of, the development of an 
active motion practice such as that 
now developing with respect to fraud 
cases.*® 





*See Casey v. Commissioner, 59-1 ustc 
7 9455 (CA-2, 1959). 

"The relevant legislative history with re- 
spect to the Revenue Act of 1938, the fore- 
runner of the 1939 Code provisions, appears 
in S. Rept. 1567, 75th Cong., 3d Sess. (1939 
CB (Pt.2) 779, 782 and 790) and H. Rept. 
1860, 75th Cong., 3d Sess. (1939 CB (Pt. 2) 
728-729). As indicated earlier, in the text, 
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such Congressional intent to prevent tax 
avoidance through improper accumulations can 
be traced back to Sec. II A, subd. 2 [3] of the 
Revenue Act of 1913. See also Mead Corpora- 
tion, CCH Dec. 10,445, 38 BTA 687 (1938). 
There appears to be no expression in the 1954 
Code provisions inconsistent therewith. 

*See Licavoli v. Commissioner, 58-1 ustc 
7 9281, 252 F. 2d 268 (CA-6). 
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The Commissioner must know that 
if he issues a notice of deficiency in- 
volving a Section 531 tax,® the court 
will stand firm and will assist tax- 
payers in the use of discovery motions, 
after they have filed their petitions 
and been served with the answer, to 
weed out those cases in which abuse 
is rampant. 

Taxpayers should attach their state- 
ment of grounds to the petition as 
Exhibit B, in addition to the notice of 
deficiency (Exhibit A). <A tax prac- 
titioner who is familiar with the theory 
of the law and who is making a good- 
faith protest of a proposed determina- 
tion by the Commissioner with respect 
to the accumulated earnings tax should 
be able to amass sufficient and rele- 
vant facts necessary to sustain the 
taxpayer's position. Until a “common 
law” with respect to the content of 
such statements has developed, the 
taxpayer would be well advised to be 
thorough.*® 


When served with an answer that 
is evasive or not definite and certain 
with respect to the statement, the pe- 
titioner should move under Tax Court 
Rule 17(c)(1) for a corrective amend- 
ment to the answer. 


In Pelton Steel, for example, the peti- 
tioner’s purported “statement of grounds 
under Section 534, as amended” was 
filed as an exhibit attached to an 
“amendment to petition.” The re- 
spondent answered this in an “answer 
to amendment to petition” and, after 
the trial, in a “further answer to amend- 
ment to petition.” In each pleading, 
with more detail and particularity in 





*In this regard it should be noted that 
the present wording of the statute can pro- 
vide a loophole for the Secretary and his 
delegate to completely avoid being subject 
to Section 534 reforms by simply couching 
the deficiency notice in the general terms 
of the statute relative to the purpose while 
all the time intending to rely in whole or 
in part on a consideration of the reasonable 
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the latter, the respondent proceeded 
to comment critically on each of the 
petitioner’s alleged grounds—either 
by way of general denial, or counter- 
allegation of facts, or that such ground 
or portion of it was irrelevant and/or 
argumentative, or that it otherwise 
failed to comply with Section 534(c). 
The petitioner, in its turn, after trial 
filed a “reply to further answer to 
amendment to petition,” with detailed 
and specific admissions or denials. It 
should also be noted that the retro- 
active impact of Section 534 on Pelton 
came at a time shortly before trial, 
and the parties elected to proceed 
with the trial in the traditional manner. 


In a hearing under Rule 17(c)(2), 
the court should determine the suf- 
ficiency of the statement. 


Many cases should lend themselves 
to motions to dismiss allegations with 
respect to the penalty tax and/or for 
judgment on the pleadings where, 
through an effective use of discovery 
procedure, the pleadings are put in 
such a posture that summary motions 
can be considered. 


The court will not be prejudging 
the merits of the case. 


Such thought must have been up- 
permost in the mind of the chief judge 
and the various divisions of the court 
in ruling on motions in previous cases 
with regard to the application of Sec- 
tion 534 to 1939 Code Section 102 ad- 
ministration. 


The statutory sufficiency of the 
statement will not establish the rea- 
sonableness of the accumulations, in 


character or amount. However, the 
needs of the business. The view has been 
expressed that such a construction would 
appear to be contrary to the intent of Con- 
gress (American Bar Association, Section of 
Taxation, Committee Report, pp. 71-72; ABA, 
Section of Taxation Bulletin (October, 1958), 
p. 19). 

* Cf. The Dixie, Inc., CCH Dec. 23,249, 
31 TC —, No. 42. 
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respondent will have the burden of 
proof with respect to the grounds in 
the statement. To the extent that 
consideration of reasonable needs of 
the business will weigh in the ultimate 
determination of the existence of the 
prescribed purpose—and the statement 
has set forth grounds sufficient in 
character and amount to account for 
the questioned accumulation and the 
Commissioner has not carried his 
burden of proof—the taxpayer will 
derive the benefit intended by Con- 
gress. It is significant to note that 
these views do not conflict with the 
celebrated opinion of the Tax Court 
in Pelton. The court there was still 
faced with the “all-inclusive” 1939 
Code penalty provisions. We have 
already considered the burden-of- 
proof dilemma in such cases. 


Newly Promulgated Treasury 
Regulations: Precursor 
of Continued Abuses 


The need for the court to take a 
firm stand is apparent from the pro- 
spective regulations recently promul- 
gated (T. D. 6377, I. R. B. 1959-19, 
May 12, 1959)). 


They indicate the extent to which 
the Commissioner has recognized, or 
is willing to do something about, the 
problems that Congress intended to 
remove from the administration and 
enforcement of the accumulated earn- 
ings tax provisions. 


Treasury Regulations Section 1.534-2 
(a)(2) states, among other things: 


“However, the burden of proof in 
the latter case [where taxpayer has 
submitted a statement of grounds to 
the Commissioner in response to a 
notice of deficiency] is upon the Com- 
missioner only with respect to the 
relevant ground or grounds set forth 
in the statement submitted by the tax- 
payer, and only if such ground or 
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grounds are supported by facts set 
forth in the stafement sufficient to 
show the basis thereof.” 


Unfortunately, they appear to sig- 
nal a torrent of pro forma motions by 
the Commissioner at the litigating 
stage, with regard to “relevancy” and 
“sufficiency,” that will insulate him 
at the administrative stage from the 
would-be effect of the statute. Tax- 
payers will, in effect, be reverted back 
to their regular burden of proof or put 
to the considerable additional expense 
of arguing and supporting by memo- 
randa, exhibit, etc., a series of inter- 
locutory motions. 


It is strongly felt that rather than 
attempt to shuck off the responsibili- 
ties imposed by Congress, the Com- 
missioner, through regulations, should 
concentrate on the very real problems 
present with regard to the manner in 
which the prelitigation stages of this 
new administrative procedure are to 
be pursued and executed. The body of 
case law already existing with regard 
to accumulations in excess of the rea- 
sonable needs of the business can well 
serve as a model for the facts neces- 
sary to sustain accumulations in a 
wide range of situations. As with per- 
centage depletion and reserves for 
depreciation, the cumulative experi- 
ence of the Treasury Department and 
taxpayers should permit the gradual 
development of norms with respect to 
the requirements of different indus- 
tries which, together with the appli- 
cation of recognized economic indexes, 
will permit a sound and direct ap- 
proach to the accumulated earnings 
tax problem. While the individual 
facts must govern the decisions in in- 
dividual cases, a concrete point of 
departure will have been established. 


Conclusion 


The 1954 Code accumulated earn- 
ings tax provisions, when viewed in a 
practical context, embody the means 
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to remedy many of the problems that 
have arisen with resect to prior ad- 
ministration of these penalty pro- 
visions. The establishment of an 
appropriate framework within which 
future administration can proceed will 
require the exercise of a firm hand 
by the Tax Court of the United States 
in the development of an effective dis- 
covery motion practice and the pro- 
mulgation by the Commissioner of 
Internal Revenue of constructive 
regulations. 


The strong Congressional pronounce- 
ment in the committee reports concern- 
ing the several undesirable consequences 


sought to be eliminated, together with 
the potential litigating burden and 
judicial disapproval that would other- 
wise be incurred should the Tax Court 
take the firm stand that is necessary, 
should make the Secretary and his 
agents more cautious and ready to so 
act in the future as to minimize the 
complaints that have arisen in the 
past. Appropriate regulations will 
generate more extensive administra- 
tive resolutions of differences in 
stipulations of fact as well as admin- 
istrative settlements. This, it would 
seem, is the result desired by Congress. 

[The End] 


WHISKEY REBELLION SUCCESSFUL 


The whiskey rebellion of 1954-1959 has ended more suc- 
cessfully than that of 1791, and the Treasury has announced 
that effective June 24, federal liquor and tobacco taxes will 
be collected by means of returns instead of by sale of Internal 
Revenue tax stamps. 


In 1791, acting on the fiscal policies of Alexander Hamil- 
ton, the first federal excise tax was levied. It was a tax on 
whiskey. Objection to the tax erupted in a rebellion by the 
farmers of western Pennsylvania, Maryland, Virginia and 
North Carolina, which Washington put down with militia. 


The current and more successful rebellion was based not 
on the payment of the tax, but on the mode of payment. For 
a number of years, the liquor and tobacco industries have 
waged a running war against paying their excise taxes in ad- 
vance through the purchase of tax stamps, claiming that it 
forced them to tie up large sums of money. 


The friendly ear of Congress was finally obtained, and in 
the 1954 Code, Sections 5061(a) and 5703(b) called for the 
payment of the excises on distilled spirits, wines, beer and 
tobacco products by means of returns but left to the Secretary 
of the Treasury the determination of when to put the new 
method into effect and the frequency of the returns. 


Initial experience with returns on a daily basis for the 
payment of beer, wine and cigar taxes indicated the feasibility 
of extending the returns system to distilled spirits taxes and 
to cigarette and other tobacco taxes. 


Under the new procedure, returns will be filed by the 
liquor and tobacco industries twice each month and the pay- 
ments will cover the taxes due for the intervening days. This 
procedure will also apply to the beer, wine and cigar taxes. 
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IPORATE PURCHASE 


INSURANCE 
WITHOUT COST 


By JOHN S. PENNISH 


You can't get something for nothing, even when a scheme designed to gain 
a tax advantage appears to conform to the letter of the law 

and even when there is a likelihood that the courts will uphold the 

tax advantage, Mr. Pennish writes. He is a member of the law firm 
of Blumberg, Smith, Wolff & Pennish, Chicago, Illinois. 


HYPNOTIC TAX PLAN is currently being promoted which 

purports to permit corporations to purchase insurance on the lives 
of its key employees with the entire cost being paid by Uncle Sam. If 
this plan is sound, perhaps the millennium in corporate tax planning 
has arrived. Certainly, a dynamic increase in the sale of insurance 
would be guaranteed. The pot of gold at the end of this rainbow 
would appear to be in easy reach. 


Mechanics of Scheme 


The scheme involves a purported borrowing by a corporation, 
“Get Rich Quick, Inc.,” from a tax-exempt organization, “Opportunity 
Fund, Unlimited.’ Ground rules of the plan are as follows: 


(1) Get Rich Quick, Inc., borrows a substantial sum from Op- 
portunity Fund, Unlimited. (The amount doesn’t matter. In fact, 
the more, the merrier.) 

(2) A portfolio of listed stocks, mutually agreed upon by the 
parties, is purchased with borrowed funds. The stocks are pledged 
as collateral. To facilitate future transfers, the securities are usually 
purchased through a brokerage house and held in a street name. 

(3) A collateral note is executed, listing the securities pledged 
and setting forth the terms of the obligation which, in essence, are 
as follows: 

(a) Interest is to be paid at fixed intervals at a rate equal to five 
fourths of the dividend yield of the stocks pledged. As the dividends 
vary, the rate will automatically be adjusted to maintain this ratio. 
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(b) The collateral note will be for 
an extended term of, say, 20 years. 
Opportunity Fund, Unlimited, waives 
any right to cancel the collateral note. 
Get Rich Quick, Inc., reserves the 
right to cancel at any time. 


(c) A minimum service charge to 
cover the expense of the program is 
paid by Get Rich Quick, Inc., if it 
decides to cancel within the first two 
years. 

(d) All dividends with respect to 
the pledged securities are to be accu- 
mulated and retained as additional 
collateral. The dividends thus ac- 
cumulated are to be released at fixed 
intervals to Get Rich Quick, Inc., 
upon payment by it to Opportunity 
Fund, Unlimited, of the interest due. 


(e) All gains or losses with respect 
to the stock will accrue or be charged 
to Get Rich Quick, Inc. 

(f) Opportunity Fund, Unlimited, 
is to have the absolute right—but at 
its own cost—to exchange or replace, 
at any time and from time to time, 
any stocks pledged as collateral, with- 
out the requirement that such stocks 
be of equivalent value. 


(g) In the event of termination or 
default, Opportunity Fund, Unlimited, 
is to have no recourse against Get 
Rich Quick, Inc., for the principal 
indebtedness and is to look only to 
the collateral pledged. There will be 
no personal liability for any deficiency. 


Purported Tax Advantages 


Proponents of this tax scheme con- 
tend that it will produce advantages 
as illustrated in the following example : 
Assume Get Rich Quick, Inc., bor- 
rows a million dollars. (As previously 
indicated, the more Get Rich Quick, 
Inc., borrows, the merrier.) 

Stocks are purchased which yield 4 
per cent, or $40,000, in annual divi- 
dends. Get Rich Quick, Inc., will pay 
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5 per cent interest to Opportunity 
Fund, Unlimited, or $50,000 annually. 
Get Rich Quick, Inc., will be entitled 
to an 85 per cent deduction for the 
dividends received from a domestic 
corporation under Section 243 of the 
Internal Revenue Code. Assuming a 
corporate tax bracket of 52 per cent, 
it will pay a tax on such dividends of 
$3,120. It will retain $36,880 of the 
$40,000 in dividends. Get Rich Quick, 
Inc., will pay $50,000 in interest, which 
will be deductible as interest paid on 
indebtedness under Section 163 of the 
Code. Cost to a corporation in a 52 
per cent bracket will be $24,000. Thus, 
for each million dollars “borrowed,” 
Get Rich Quick, Inc., will have an 
annual net-after-tax profit of $12,880. 
Further, for each million dollars 
“loaned” by Opportunity Fund, Un- 
limited, based on the five-to-four ratio 
described above, the fund increases its 
net return by 25 per cent. 


Issues 

Availability of these deductions 
with respect to the “dividends” re- 
ceived and “interest” paid will depend 
on the answers of two questions: 


(1) Has the ownership of the se- 
curities to be pledged as collateral 
vested in Get Rich Quick, Inc.? 

(2) 
been created? 


Has a bona fide indebtedness 


If the answer to each of these ques- 
tions is “yes,” surely the millennium 
in corporate tax planning has arrived. 
Without risk, without substantive 
change in its economic position, Get 
Rich Quick, Inc., will earn $12,880 for 
each million dollars “borrowed.” If 
the answer to each of these questions 
is “yes,” Opportunity Fund, Unlimited, 
without change in its economic posi- 
tion, will increase its net earnings by 
the difference between the interest 
charged and the dividend received. 
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Since Opportunity Fund, Unlimited, 
is an exempt organization, it makes 
no difference if it receives “interest” 
or “dividends.” Since Opportunity 
Fund, Unlimited, in no way changes 
its position by holding the securities 
as “collateral” rather than as “owner,” 
why not loan $1 million, $100 million, 
$1 billion? The only limitation for 
the “borrower” is that it must have 
enough other nonpersonal holding 
company income to avoid being taxed 
as a personal holding company; and 
the only limitation for the “lender” is 
that it have funds. 


What a tax boon! At the expense 
of Uncle Sam, the “borrower” and 
“lender” each profit. 


The operation of the plan is de- 
lightfully simple. Since the exempt 
foundation is not subject to tax, 
whether its income is received from 
dividends or from interest, and since 
the corporation has the advantage of 
a special 85 per cent tax deduction 
with respect to dividends from a do- 
mestic corporation, why not utilize 
these laws and split tax benefits? It’s 
better than flipping a coin—heads I 
win, tails you lose—and the coin can’t 
possibly stand on edge. 


Place of Insurance Agent in Deal 


How does the insurance agent get 
involved? The corporation uses these 
tax savings to buy insurance. The 
insurance agent, as the middle man, 
approaches Get Rich Quick, Inc., and 
says: “If I can show you how you 
can perhaps purchase a million, or 
maybe several million, dollars of life 
insurance without cost, are you in- 
terested?” The insurance agent then 
introduces Get Rich Quick, Inc., to 
Opportunity Fund, Unlimited. 


Analysis 


Ingenious and artful as the gim- 
mick may be, it is just that—a gim- 
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mick. Carefully constructed to conform 
to the literal provisions of the tax law 
as the mechanics may be, they are just 
that—mechanics. 


The transaction lacks substance. 
The transaction is sham. Independ- 
ent of the tax consequences, no com- 
mercial-profit motive exists. The sole 
purpose of the participants is to split 
the tax savings. Get Rich Quick, 
Inc., seeks a bargain purchase of a 
tax deduction. Opportunity Fund, 
Unlimited, seeks to increase its net 
return by making the tax deduction 
available. 


Neither party assumes any new or 
additional risk. The “borrower” has 
no personal liability. It neither 
shares in the profits nor bears the 
losses with respect to increases or 
decreases in the value of the securi- 
ties. It pays only an interest rate 
based on a formula which assures it of 
a net-after-tax profit. The “lender” 
continues to control the identical 
assets it would otherwise have con- 
trolled, merely substituting equitable 
ownership for legal ownership. It has 
complete control in the replacement 
of the securities. It receives all gains 
and bears all losses with respect to 
changes in value of the securities. 
It receives “interest” instead of “divi- 
dends,” based on a formula which 
assures it of an increased net profit. 


Examination of the related rulings 
and decisions in the context of current 
Treasury policy indicates that arrange- 
ments such as the one under discus- 
sion will be scrutinized most carefully 
and will be attacked as entirely lack- 
ing in substance. The Commissioner 
has ruled that where a taxpayer pays 
a sum of money for the purpose of 
arranging a transaction so as to pro- 
vide a supposed tax benefit, without 
expectation of profit apart from such 
benefit, and assumes no risk in con- 
nection with the transaction, amounts 
paid are not deductible as interest, 
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since the arrangement is lacking in 
commercial substance (Rev. Rul. 
54-94, 1954-1 CB 53). 


“Business” transactions having no 
purpose other than avoidance of tax- 
ation through the creation of tax de- 
ductions are currently under heavy 
attack by the Internal Revenue Serv- 
ice, and the Tax Court has been most 
cooperative with the Service. In 
several cases involving similar situa- 
tions, interest deductions have been 
disallowed for lack of substance 
(Eli D. Goodstein, CCH Dec. 23,152, 
30 TC —, No. 124; Abraham M. Sonna- 
bend, et ux., CCH Dec. 23,183(M), 17 
TCM 882; W. Stuart Emmons, CCH 
Dec, 23,201, 31 TC —, No. 4; Carl E. 
Weller, CCH Dec. 23,202, 31 TC —, 
No. 5; George G. Lynch, et al., CCH 
Dec. 23,456, 31 TC —, No. 98; Leslie 
Julian, et al., CCH Dec. 23,457, 31 TC 
—, No. 99. See Robert R. Bond, et ux., 
v. U. S., 58-2 ustc $9716 (CA-5), 
allowing deduction under the 1939 
Code for amounts paid as interest on 
a note representing a premium pay- 
ment secured by a single-premium an- 
nuity contract. In the Bond case, 
the Fifth Circuit found that interest 
was properly deducted where it had 
been paid with respect to a note 
secured by a single-premium annuity 
contract without personal liability on 
the part of the borrower. A dissent- 
ing opinion adopted the view advanced 
by the government that the transac- 
tion was a sham. In any event, such 
deductions are specifically disallowed 
by the 1954 Code). 


The Goodstein, Sonnabend, Lynch 
and Julian cases all involved alleged 
loans to finance the purchase of United 
States Treasury Bonds at a discount. 
Emmons and Weller involved loans to 
pay premiums on annuity policies. 
Although arrangements involved in 
these cases differ in form from the 
proposed plan, the basic principle 
upon which the court based the dis- 
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allowance of the interest deduction 
would nevertheless appear to be ap- 
plicable. These cases and the above- 
cited revenue ruling indicate that any 
arrangement which is entered into 
solely to obtain a tax benefit and 
which has no substantive conse- 
quences will not be recognized in 
determining the allowance of tax 
deductions. 


Conclusions 


Proponents of this tax program con- 
tend that, as long as the literal pro- 
visions of the Internal Revenue Code 
are followed and the mechanics dis- 
cussed above are utilized, the benefits 
will become real. In other words, it 
makes no difference that the transac- 
tion is without business risk so long 
as the parties have negotiated at arm’s 
length and the mechanics comply with 
the literal provisions of the Code. 


The foregoing ruling and cases illus- 
trate that the Internal Revenue Serv- 
ice will examine all such schemes with 
a jaundiced eye and that the Tax 
Court seems fairly well inclined to 
support the Service. 


Does it not therefore seem likely 
that the Service will claim that the 
dividends-received deduction shall be 
disallowed on the ground Get Rich 
Quick, Inc., acted only as a conduit 
for the collection of dividends belong- 
ing to Opportunity Fund, Unlimited? 
Does it not seem likely that the so- 
called “interest” payments represent 
“dividends” which Get Rich Quick, 
Inc., is authorized to collect and pay 
over to Opportunity Fund, Unlimited, 
that all additional amounts paid to 
the exempt organization are for pur- 
chase of the presumed tax benefits 
and that these latter amounts may be 
disallowed as not representing ordi- 
nary and necessary expense within 
the meaning of Section 162 of the Code? 

(Continued on page 601) 
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Deferred Compensation 


Arrangements 
By ARTHUR E. SCHMAUDER 


The 1954 Code doesn't specifically cover the income tax liability of an 
employee under a deferred compensation agreement. Mr. Schmauder considers 
the matter on the basis of several Code sections, the Commissioner's 

regulations and the cases, and emphasizes that the usefulness of a 

deferred compensation contract depends almost entirely upon its tax effects. 
He is assistant general solicitor, The Prudential Insurance Company 

of America. He presented this paper before the 

Fourth Annual Insurance Forum of the Brooklyn Law School, April 30, 1959. 


DEFERRED COMPENSATION AGREEMENT is one method 

of providing for additional compensation for key employees, the 
receipt of such compensation being deferred to a later date, generally 
after retirement of the key employee. Generally speaking, it is simply 
an agreement by an employer, in consideration of the employee’s con- 
tinuing to render services to the employer, to pay to the employee at 
such later date a specified amount, either for life or for a definite 
number of years. 


It is useful in situations for which qualified pension plans are 
unsuitable. Under Section 401 of the Internal Revenue Code, quali- 
fied pension or profit-sharing plans must be made applicable to a 
comparatively large group of employees in order to avoid discrimina- 
tion in favor of employees who are officers, shareholders, supervisors 
or highly compensated subordinates. On the other hand, a deferred 
compensation plan may be used for individual employees and to give 
added incentive to a small group of employees.’ 


Tax Problems 


The usefulness of a deferred compensation contract depends 
almost entirely upon its tax effects. Postponement of income tax to 
the employee until such time as he receives the deferred payments, 
and assurance to the employer of a tax deduction for the payments, are 
the major tax objectives. The 1954 Code does not specifically cover 


For recent discussions see Roy G. Mosher, “Compensating the Corporate 
Executive Presents Various Tax Problems,” 8 Journal of Taxation 37, 41 
(January, 1958); Garlan Pomeroy, “Real Contingencies Important to Unqualified 
Pension Plans—and Beware of Funding,” 10 Journal of Taxation 110 (February, 
1959); and James F. Thornburg, “How to Build Tax Protection into an Insured 
Deferred Compensation Contract,” 10 Journal of Taxation 171 (March, 1959). 
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the income tax liability of an em- 
ployee under a deferred compensation 
agreement.’ Such liability must, there- 
fore, be determined from several Code 
sections, the Commissioner’s regula- 
tions and the cases. 


Employee's Income Tax Liability 


Section 61 of the 1954 Code defines 
gross income to mean “all income 
from whatever source derived, includ- 
ing compensation for services, 
including fees, commissions, and simi- 
laritems ....° 

Section 451 of the 1954 Code pro- 
vides that “The amount of any item 
of gross income shall be included in 
the gross income for the taxable year 
in which received by the taxpayer, 
unless, under the method of account- 
ing used in computing taxable income, 
such income is to be properly ac- 
counted for as of a different period.” 

A taxpayer on the cash basis normally 
reports income in the year in which 
the cash or property in lieu thereof 
is received, even though services for 
which the cash or property represents 
payment are rendered in either an 
earlier or a later year.* It has been 
held that where there is a mere con- 
tractual promise by an employer to 





*When the 1954 Code was under con- 
sideration by Congress, the House bill in- 
cluded a provision, Sec. 401(c), designed 
to secure effective deferral of the employee's 
income tax to the time of receipt of the de- 
ferred compensation, but this provision was 
omitted in the bill as enacted. 

* Hall v. Commissioner, CCH Dec. 17,818, 
15 TC 195 (1950), aff’d per curiam, 52-1 ustc 
7 9229, 194 F. 2d 538 (CA-9); Jackson v. 
Smietanka, 1 ustc J 39, 272 F. 970 (CA-7, 
1921); S. P. Freeling, CCH Dec. 2766, 7 
BTA 1238 (1927); Edwin B. DeGolia, CCH 
Dec. 10,857, 40 BTA 845 (1939); cf. Brown 
v. Helvering, 4 ustc 1223, 291 U. S. 193 
(1934); Astor Holding Company v. Commis- 
sioner, 43-1 ustc J 9408, 135 F. 2d 47 (CA-5; 
Your Health Club, Inc., CCH Dec. 14,250, 
4 TC 385 (1944). 
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make monthly payments to an em- 
ployee after his retirement, the pres- 
ent value of such payments will not 
be includable in his taxable income in 
the year the contract is made since 
such is not “the class of contract tax- 
able at value to the recipient.” * 


Although actual receipts remain the 
touchstone of the cash basis of re- 
porting income, both decisions and 
regulations include constructive as 
well as actual receipts as income.° 
Regulations Section 1.451-1 and 2, 
which enunciate the doctrine of con- 
structive receipt, include as taxable 
income all amounts owing to the tax- 
payer on the cash basis, whether 
actually received or not, which are 
unqualifiedly made subject to his de- 
mand in the taxable year. Subsection 
(b) of Section 1.451-2 sets forth ex- 
amples of constructive receipt, such 
as interest coupons which have ma- 
tured but are not cashed, dividends 
on corporate stock which have become 
unqualifiedly subject to the demand 
of the taxpayer although not yet re- 
ceived, and interest on savings bank 
deposits which have been credited on 
the books of the bank though not 
withdrawable until the expiration of 
a specified period after notice given 
by the depositor.® 


* Frederick J. Wolfe, CCH Dec. 15,692, 8 
TC 689 (1947), aff'd, 170 F. 2d 73 (CA-9), 
cert. den., 336 U. S. 914. However, see the 
Commissioner’s position in Clyde Beckner, 
cited at footnote 10. Other cases have held 
that the taxpayer receives no taxable income 
where the contract has no fair market value 
at the time when made (J. Darsie Lloyd, 
CCH Dec. 9201, 33 BTA 903 (1936); Com- 
missioner v. Estate of Kann, 49-1 ustc { 9271, 
174 F, 2d 357 (CA-3)). 

5 Corliss v. Bowers, 2 ustc J 525, 281 U. S. 
376 (1930); Ross v. Commissioner, 48-2 ustc 
{ 9341, 169 F. 2d 483 (CA-1); Warren E. 
Burns, CCH Dec. 3815, 11 BTA 524, aff'd, 
1929 CCH D-9144, 31 F. 2d 399 (CA-5), 
cert. den., 280 U. S. 564 (1929). 

*The doctrine of constructive receipt is 
available to the taxpayer as well as the 
Commissioner. See Rossi, CCH Dec. 17,856 
(M), 9 TCM 778 (1950). 
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Conversely, where cash or intan- 
gible property, such as a stock cer- 
tificate or a note, is not received free 
and clear but is subject to a restric- 
tion, the usual effect of the restraint 
is to postpone the inclusion of the 
item in taxable income until such time 
as the restriction is removed." 


Where the employer’s obligation to 
defer compensation to the employee 
is made before the services are ren- 
dered and the compensation is due, 
the cases hold that the employee is 
not in receipt of taxable income until 
the payment or the intangible prop- 
erty is actually due.* In Hall v. Com- 
missioner,® the taxpayer was one of 
three organizers of a corporation in 
November, 1942. At that time he 
made an agreement with the corpora- 
tion to render services in 1943 and 
1944. As part of the compensation 
the corporation issued two certificates 
of stock in his name, each for 25 
shares. He endorsed them in blank 
and gave them to the treasurer of the 
corporation. He received one in 1943 
and the other in 1944. The court held 
that the fair market value of the 25 
shares delivered to him in 1943 was 
includable in his gross income for that 
year, that the fair market value of the 
25 shares delivered to him in 1944 was 
includable in his gross income for that 
year, and that the value of the 50 
shares was not income in 1942 as the 
Commissioner had contended. 





* International Mortgage & Investment Cor- 
poration, CCH Dec. 9691, 36 BTA 187 
(1937); Benjamin F. Patterson, CCH Dec. 
6403, 21 BTA 8 (1930); Marion H. McArdle, 
CCH Dec. 16,714, 11 TC 961 (1948); Charles 
F. Mitchell, CCH Dec. 12,106, 45 BTA 300 
(1941); E. P. Madigan, CCH Dec. 11,658, 
43 BTA 549 (1941). 

* Howard Veit, CCH Dec. 15,718, 8 TC 809 
(1947), acq., 1947-2 CB 4, and Howard Veit, 
CCH Dec. 17,240(M), 8 TCM 919 (1949), 
discussed below. See, also, discussion in 
Childs, “Deferred Compensation Plans for 
Executives,” 31 Taxes 1007, 1015 and fol- 
lowing (December, 1953). 

* Cited at footnote 3. 
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Despite the authority to the con- 
trary, the Commissioner, in the case 
of Clyde Beckner,’ asserted that the 
entire amount of compensation pay- 
able under a deferred compensation 
agreement was income in the year 
the contract was executed. The rea- 
son given was that the “execution of 
the agreement conferred an economic 
or financial benefit” at that time be- 
cause, for example, the employee could 
use the contract as collateral for a 
loan. The case was settled and under 
the stipulation agreement approxi- 
mately one third of the aggregate 
deferred compensation was taxed in 
the year when the contract was made, 
although no payments or collateral 
benefits were received in that year." 


When the employer’s obligation to 
defer compensation to the employee 
is made after the services are rendered 
and before the compensation is due, 
the cases have held that the taxpayer 
is not in receipt of taxable income 
until the payment is due (but only as 
to future payments to which the tax- 
payer employee would not have a 
present right). In Oates v. Commis- 
sioner,'* the taxpayer-insurance agents 
successfully deferred to the time of 
receipt the income tax on prorated 
renewal commissions by entering into 
the prorating agreement after the 
services were rendered but prior to 
the time any of the renewal commis- 
sions became due and payable. The 





” Tax Court Dkt. No. 62095, filed January 
17, 1957. 

“American Bar Association, Section of 
Taxation, Bulletin, 1957. 

*™ CCH Dec. 19,049, TC 570 (1952), aff'd, 


53-2 ustc § 9596, 207 F. 2d 711 (CA-7), 
nonacq., 1952-2 CB 5. Apparently, the Com- 
missioner has privately withdrawn his non- 
acquiescence and, in effect, instructed his 
agents to adhere to the decision (see Thorn- 
burg, article cited at footnote 1, and Business 
Security, August, 1957. See, also, Kay Kim- 
bell, CCH Dec. 11,077, 41 BTA 940 (1940), 
and Wilfred Weathers, CCH Dec. 19,535(M), 
12 TCM 314 (1953)). 
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question presented was whether the tax- 
payers were taxable on only the 
$1,000 a month received during the 
years 1944, 1945 and 1946 by each tax- 
payer under the agency contract as 
amended, or on the entire amount of 
$28,000, $43,000 and $33,000, for each 
of the years in question, of commis- 
sions which would have become due 
and payable under the terms of the 
original contract. The court held 
that only $1,000 a month was taxable. 
If the taxpayer had assigned his con- 
tract for value and not only as se- 
curity, the Commissioner probably 
would have been successful in impos- 
ing an income tax on the value re- 
ceived.** 


In Ernest K. Gann,™ the taxpayer 
was entitled by contract to certain 
royalties to be paid in the future from 
the sales of a book. Before the royalties 
became due, he agreed with the pub- 
lisher to postpone payment of the 
royalties in consideration of an agree- 
ment by the publisher to pay advance 


royalties on a second book. The Com- 
missioner argued that the taxpayer 
had constructively received the post- 
poned royalties falling due in the year 


of postponement. The Tax Court 
held that the agreement was merely 
one for the postponement of the pay- 
ment date and not an assignment and, 
thus, there was no constructive receipt 
of the postponed royalties. 


In Veit*® the taxpayer agreed with 
his employer-corporation in 1941 to 
further postpone payment of compen- 
sation which he had previously earned 
and which was to be paid to him in 
1942, so that it was payable in five 
equal annual installments beginning 

* See United States Supreme Court deci- 
sions cited in Gann, cited at footnote 14. 

*CCH Dec. 23,225, 31 TC —, No. 23 
(1958). (See United States Supreme Court 
decisions cited therein by the Commissioner 
for the general proposition that taxable in- 
come may be realized without the receipt of 
cash and that the assignment of income or 
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in 1943. The full amount thereof was 
deducted by the employer-corporation 
in its 1940 income tax return filed on 
the accrual basis of accounting. The 
Tax Court held that the taxpayer had 
not constructively received the com- 
pensation in 1942 because at that time 
he did not have an unqualified right 
to demand the money in full, nor did 
he then voluntarily refrain from col- 
lecting the money, nor did he agree 
to any deferral of any payment avail- 
able when the 1941 agreement was 
made. The court relied upon a pre- 
vious case, involving the taxable year 
1941, of the same taxpayer *® where 
the court had held there was no con- 
structive receipt in 1941 of compensa- 
tion, the payment of which the taxpayer 
had agreed in 1940 should be post- 
poned from 1941 to 1942. 


When the employer’s obligation to 
defer compensation to the employee 
is made after the services are per- 
formed and the compensation is un- 
conditionally due, the cases hold that 
the taxpayer is in receipt of taxable 
income in the year when the payments 
first become due, even though tax- 
payer has not actually received such 
payments. The doctrine of construc- 
tive receipt is held to be applicable 
to those payments which are unquali- 
fiedly subject to the taxpayer’s de- 
mand. In Richard R. Deupree*™ the 
taxpayer was entitled to receive a 
bonus of $50,000 in the taxable year. 
At the taxpayer’s direction, the cor- 
poration used the $50,000 to purchase 
a deferred annuity for the taxpayer. 
The Tax Court held that taxpayer had 
constructively received $50,000 in the 
tax year. It has also been held that, even 


the right to receive income may result in 
taxation of the assigned income to the 
assignor.) 

* Cited at footnote 8. 

** Cited at footnote 8. 

* CCH Dec. 12,888, 1 TC 113 (1942); see, 
also, William E. Freeman, CCH Dec. 14,320, 
4 TC 582 (1945). 
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though taxpayer may have an absolute 
right to the payments, such payments 
are not unqualifiedly subject to tax- 
payer’s demand, so as to make the con- 
structive receipt doctrine applicable, if 
any conditions are attached to the pay- 
ment. In Dillis C. Knapp, the tax- 
payer, although entitled to withdraw 
money from a certain fund, was held 
not to have been in constructive re- 
ceipt of the money where the with- 
drawal was conditioned upon the tax- 
payer's giving up of certain other 
rights. 


Employer's Deduction 


Code Section 404(a)(5) provides 
that any contribution or compensa- 
tion under a plan which defers the 
receipt of compensation, but which is 
not a qualified stock bonus, pension, 
profit-sharing or annuity plan, shall 
be deductible in the taxable year when 
paid “if the employees’ rights to or 
derived from such employer's con- 
tribution or such compensation are 
nonforfeitable at the time the con- 
tribution or compensation is paid.” *® 


In explanation of the above Code 


section, Section 1.404(a)-12 of the 
regulations states in part that un- 
funded pensions paid directly to for- 
mer employees are deductible when 
paid because at that time the former 
employees’ rights are nonforfeitable. 
Likewise, it states that if amounts 
are paid as a death benefit to the 
beneficiaries of a deceased employee 
(for example, by continuing his sal- 
ary for a reasonable period), such 
amounts are deductible when paid if 


they qualify as trade or business ex- 
penses under Code Section 162 or as 
expenses for the production of income 
under Section 212. This section of 
the regulations also states that a tax- 
payer on the accrual basis can only 
deduct the contribution or compensa- 
tion in the year it is paid. 

Reasonable compensation paid for 
services rendered in the past has been 
held to be deductible when paid 
where no contract for such payment 
was present.”° 


If an unfunded contract guarantee- 
ing the payment of compensation is 
made, the employee’s rights may be 
nonforfeitable under the contract. If 
they are nonforfeitable, the employer 
would probably be entitled to a deduc- 
tion when the payments are made, but 
the Commissioner might claim that the 
employee is taxable on the present; 
value of the deferred compensation 
in the taxable year the contract is 
made.** For this reason, the contract 
should contain provisions which in- 
sure the forfeitability of the employee’s 
rights until the deferred payments are 
made. At the time the payments are 
made, the employer will be entitled 
to a deduction.** 


Employee's Beneficiaries’ Income Tax 
Liability on Death Benefits 


If the deferred compensation con- 
tract provides for payment of a lump 
sum, or periodic payments for a term 
of years or for life, to a beneficiary 
of the employee should the employee 
die either before or after his deferred 








*CCH Dec. 10,952, 41 BTA 23 (1940). 

*As to what constitutes nonforfeitable 
rights of an employee, see Regs. Sec. 1.402 
(b)-1. 

*ZTucas v. Ox Fibre Brush Company, 2 
ustc 7522, 281 U. S. 115, 50 S. Ct. 273 
(1930), and Indialantic, Inc. v. Commissioner, 
54-2 ustc § 9629, 216 F. 2d 203 (CA-6). 
Pension payments to former employees from 
a trust established after the business had 
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gone out of existence were held deductible 
when paid in Flood v. U. S., 43-1 ustc 9259, 
133 F. 2d 173 (CA-1). See, also, Moir v. 
U. S., 43-1 ustc 7 9372, 49 F. Supp. 331 
(Ct. Cls.). 

*See discussion of Beckner case in text 
at footnote 10. 

* A discussion of funding (methods, de- 
sirable contract provisions and tax effects) 
is presented below. 
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compensation is payable under the 
contract, such amounts are taxable 
income to the beneficiary when paid.” 
Such payments will qualify for the 
$5,000 death benefit exclusion under 
Code Section 101(b) unless the em- 
ployee had a nonforfeitable right to 
receive the amounts while living. If 
the death benefit is payable in install- 
ments over a period of years, such 
payments are subject to the annuity 
rules in Section 72, and any death 
benefit exclusion available under Sec- 
tion 101(b) is treated as consideration 
paid by the employee for purposes of 
computing the tax under Section 72(b). 
Thus, the beneficiary may take as an 
exclusion allowance each year a pro- 
rata portion of the death benefit in 
computing such tax.** 


Estate Tax on Death of Employee 


If the deferred compensation con- 
tract provides for a death benefit, 
either in a single sum or in periodic 
payments, such benefit has been ruled 
to be subject to federal estate tax.*® 
In Goodman v. Granger,** the decedent 
was entitled to certain payments un- 
der a deferred compensation contract 
which, pursuant to the contract, were 
paid to his estate on his death. The 
payments were forfeitable until the 
employee's death but were held to 
become nonforfeitable on his death. 
The court held that the commuted 
value of the payments was includable 
in his gioss taxable estate because he 





* Code Secs. 61 and 691. For the income 
tax treatment of voluntary payments to em- 
ployees’ widows under the 1939 Code, see 


T. I. R. 87, August 25, 1958, followed in 
Bounds v. U. S., 59-1 ustc § 9159, 262 F. 2d 
876 (CA-4, 1958), and discussion in an 
article by Reinhold Groh, “Voluntary Pay- 
ments to Employee’s Widow,” 36 Taxes 
333 (May, 1958). For the only case decided 
so far under the 1954 Code, see Reed v. 
U. S., 59-1 ustc J 9264 (DC Ky.). 

* Rev. Rul. 58-153, 1958-1 CB 43, which 
revoked Rev. Rul, 57-483, 1957-2 CB 92. 
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had an absolute interest therein at 
the moment of death. 


Funding Deferred Compensation 
Contract 


An employer who enters into a de- 
ferred compensation contract with an 
employee will find it advisable to 
establish some means of assuring that 
he will be able to make the deferred 
payments when they become due. 
One of the following methods may 
be used for this purpose.*" 


Accounting Reserves 


The first method is an accounting 
reserve to which amounts are periodi- 
cally credited in the accounting records 
of the employer with a view to setting 
aside a part of the profits of the busi- 
ness sufficient to meet the payments 
in the future. This method is patently 
ineffective to guarantee full satisfac- 
tion of the deferred compensation 
obligation. Its use is confined to em- 
ployers who use the accrual basis of 
accounting. The fundamental difficulty 
of this method, even for accrual basis 
taxpayers, is the inability to compute 
exactly how much will be needed each 
year to build up a reserve which must 
be paid out over the uncertain num- 
ber of remaining years of life of the 
employee after his retirement. This dif- 
ficulty is increased substantially when 
the deferred compensation contract 
contains an obligation to pay some 


amount to the employee’s widow for 

* Rev. Rul. 260, 1953-2 CB 262. See cases 
cited therein. 

* 57-1 ustc J 11,687, 243 F. 2d 264 (CA-3), 
cert. den., 335 U. S. 835. 

"For further discussion of this subject, 
see Long, “Deferred Compensation for Execu- 
tives,” 24 Tennessee Law Review 285, 287 
(1956), and Conroy, “Developments in Busi- 
ness Insurance Arrangements,” Proceedings 
of the Forty-ninth Annual Meeting of the 
Legal Section of the American Life Conven- 
tion (1956), at pp. 55 and following. 
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her life should the employee die before 
or after retirement. 

From the tax point of view addi- 
tional problems arise. Since the re- 
peal of Section 462 of the 1954 Internal 
Revenue Code an employer on the 
accrual basis cannot take an income 
tax deduction for the amounts credited 
to such reserves. Section 1.404(a)-12 
of the regulations indicates that the 
mere accrual of an amount without its 
payment is not sufficient to guarantee 
a tax deduction whether or not the 
employee’s rights are forfeitable ; such 
deductions are available only when 
such amounts are paid at a time when 
the employee’s rights are nonforfeitable. 


Economically, this plan does not 
assure the availability of funds to 
make the deferred compensation pay- 
ments when they become due; no 
assets are set aside for such payment. 


Fund 

Another method sometimes used is 
the establishment by the employer of 
a fund held by him or by a trustee into 
which amounts similar’to the reserve 
amounts would be paid each year in 
the same manner as the reserve plan 
outlined above. Such a fund would 
necessarily be earmarked for the spe- 
cial use required by the deferred com- 
pensation contract. If the rights of 


* 1954 Code Sec. 402(b); Sproull v. Com- 
missioner, 52-1 ustc § 9223, 194 F. 2d 541 
(CA-6), aff’'g CCH Dec. 18,080, 16 TC 244 
(1951). 

* Kingsbury, CCH Dec. 8865, 31 BTA 
1126 (1934), acq., XIV-1 CB 11. 

*If the employer uses a separate un- 
qualified trust to which he periodically con- 
tributes amounts to be later paid out by the 
trust under the deferred compensation agree- 
ment, and the employees’ rights are forfeit- 
able until the payments are received, the 
employer may never be entitled to a deduc- 
tion. (Wesley Heat Treating Company, CCH 
Dec. 22,926, 30 TC —, No. 2 (1958).) 

* Rev. Rul. 55-691, 1955-2 CB 21, and 
cases cited therein. If an annuity is pur- 
chased and assigned to the employee at the 
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the employee in the fund are vested, 
the employee will be deemed to have 
received taxable income at the time 
of, and to the extent of, the payments 
into the trust by the employer.” If 
the employee’s rights are not vested 
he will not be taxed until such rights 
become vested.*”® Under Section 402 
(b) of the Code and Section 1.402(b)-1 
of the regulations, only the employer's 
contributions to a nonexempt trust 
made after the employee’s rights be- 
come nonforfeitable are taxable to the 
employee. Under Code Section 404 
(a)(5), the employer is entitled to 
deduct any such contributions made 
after the employee’s rights become 
nonforfeitable, providing such pay- 
ments qualify as business expenses 
under Code Section 162 or as expenses 
for the production of income under 
Section 212.*° 


Occasionally, the fund is invested 
by the employer or the trustee in 
annuity contracts for the employees 
which are payable at some stated future 
time. Judicial decisions reveal that 
the Commissioner has concentrated 
his attack on this type of arrangement, 
and the courts have sustained his 
position that the full value of the 
annuity contract is taxable income to 
the employee at the time of the pur- 
chase of the annuity if the employee's 
rights are vested.’ If the employee's 





time of his retirement, the full value of the 
annuity at that time will be taxable income 
to the employee (Morse v. Commissioner. 
53-1 ustc J 9202, 202 F. 2d 69 (CA-2), aff’g 
CCH Dee. 18,759, 17 TC 1244; Lvon, CCH 
Dec. 20,637, 23 TC 187 (1954); and Einstein, 
56-1 ustc J 9332, 230 F. 2d 951 (CA-6), aff’g 
CCH Dec. 20,814(M), 14 TCM 19). The 
basic reasoning of these cases is construc- 
tive receipt of income at the time of un- 
qualified assignment of the annuity contract, 
which argument found favor in the Tax 
Court as early as 1942 (see Deupree, cited at 
footnote 17, and Brodie, CCH Dec. 12,907, 
1 TC 275 (1942); see later cases cited in 
Judge Disney’s opinion in Wolfe, cited at 
footnote 4). Inherent in this reasoning is 

(Continued on following page) 
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rights are not vested at the time of 
the purchase, but later become vested, 
it is only the contributions made 
thereafter which are taxable income 
to the emplovee, and not the value of 
the contract.** The employer is en- 
titled to a deduction for contributions 
for the purchase of an annuity’ con- 
tract if the employee’s rights therein 
are nonforfeitable.** If the annuity 
contract is owned by, paid for, and 
payable to, the employer, and the em- 
ployee has no nonforfeitable rights 
therein, the employer will be subject 
to income tax under the annuity rules 
in Code Section 72. 


A special rule applies to contribu- 
tions for a nonforfeitable employee 
annuity made by those tax exempt 
organizations specified in Section 501 
(c)(3) of the Code. Under Section 
403, as amended by the Technical 
Amendments Act of 1958, such con- 
tributions will not be includable in 
the employee’s taxable income unless 
they exceed the exclusion allowance 
set forth in this Code section. If the 
rights of an employee of such organ- 
ization are forfeitable but later become 
nonforfeitable, the value of the an- 
nuity contract at that time will con- 
stitute taxable income to the employee. 
This latter rule applies to all tax ex- 
empt organizations and not merely 
those exempt under Section 501(c) (3). 
However, the exclusion allowance will 
be available to an employee of a 501 


(c)(3) organization. It should be re- 
membered that these special rules 
apply only to annuity contracts which 
have no insurance element. 

With respect to payments to a bene- 
ficiary under the annuity contract after 
the death of the employee, the rules 
for the taxation of death benefits re- 
ceived pursuant to a deferred com- 
pensation contract, discussed above, 
are applicable. 

Any payments to a death beneficiary 
under an annuity contract will be in- 
cludable in the estate of the annuitant.** 
If the annuity was paid for by the 
employer by reason of the decedent’s 
employment the entire value of the 
survivor’s benefit is subject to federal 
estate tax under Code Section 2039. 


Keyman Insurance 


A deferred compensation contract 
is sometimes funded by a life insur- 
ance policy on the life of the employee 
so that the employer can use the pro- 
ceeds to pay any death benefit that 
may become payable under the con- 
tract on the death of the employee 
prior to retirement,or use the cash 
surrender value to pay the deferred 
payments when they fall due. An en- 
dowment policy, or a combination 
annuity and life insurance policy, may 
also be used.** Since it is desirable 
for tax and other reasons that the 
policies be available to the employer 

(Continued on page 602) 





(Footnote 31 continued) 

the principle that taxable income results 
whenever income is subject to the taxpayer’s 
“unfettered demand ... whether he sees 
fit to enjoy it or not.” (Corliss v. Bowers, 
cited at footnote 5.) 

1954 Code Sec. 403(c), and Senate Fi- 
nance Committee Report for H. R. 8381 
(Technical Amendments Act of 1958), Pt. 
III, Sec, 24. 

* 1954 Code Sec. 404(a) (5). 

* Estate of A. M. Wilder v. Commissioner, 
41-1 ustc § 10,040, 118 F. 2d 281 (CA-5), 
cert. den., 314 U. S. 634; Commissioner v. 
Clise, 41-2 ustc 10,099, 122 F. 2d 998 
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(CA-9), cert. den., 315 U. S. 821; and Estate 
of Harry L. Mearkle v. Commissioner, 42-2 
ustc J 10,193, 129 F. 2d 386 (CA-3). Fora 
complete discussion, see note, “Estate Taxa- 
tion of Employee Death Benefits,” 66 Yale 
Law Journal 1217 (1957). 

“To avoid a surtax under Code Sec. 531 
for improperly accumulating surplus, the 
policy selected should meet the purpose for 
which purchased without overemphasizing 
the investment angle. Since endowment 
policies require greater reserves than some 
other types of policies, the use of such a 
policy may invite attack by the Commis- 
sioner. 
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A Wife's Traveling Expenses 


By HILARY H. SAX 


What are the criteria for determining whether the expenses for a wife 
who accompanies her husband on a business trip are deductible? 

The author suggests how to tax-plan a trip in order to gain the most 
favorable tax treatment possible in this regard. 

A member of the Illinois and Texas bars as well as a CPA in those states, 
Mr. Sax at present is a lecturer at the University of Nevada. 


HE LAW IS SETTLED AND DEFINITE that the traveling 

expenses of a businessman are deductible expenses. Similarly, 
the traveling expenses for a professional man incurred in making a 
business trip or going to a convention are deductible expenses. 
The problem has arisen as to whether the expenses for a wife who 
accompanies her husband on such a trip are also deductible. 


Treasury Rulings 


Revenue Ruling 55-57, 1955-1 CB 315, provides that the amounts 
expended by a taxpayer for the purpose of having his wife accompany 
him on a business trip or to a business convention are nondeductible 
unless it can be shown that the presence of the wife served a bona fide 
business purpose. 


This ruling provides: “Where a wife accompanies her husband 
on a business trip or to a business convention the Code and Regula- 
tions . . . require a showing that her presence serves a bona fide 
business purpose, i.e. is not merely for her pleasure or vacation, but 
is directly attributable to the husband’s business and necessary to the 
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conduct thereof. . . . The perform- 
ance by a wife of some incidental 
service for her husband, such as the 
occasional typing of notes or similar 
service while accompanying him on 
such trips, does not establish that her 
presence is necessary to the conduct 
of his business.” 


The Commissioner has ruled that 
the expenses of the wife will be de- 
ductible for tax purposes when the 
reason for the wife making the trip 
was to assist her husband so as to aid 
him in the furtherance of his business 
or professional affairs. This reason— 
assisting her husband—must be more 
important than all the other reasons 
combined. Thus, if it were intended 
that the wife help her husband enter- 
tain on the trip, this important busi- 
ness reason is a factor which will aid 
in his being permitted to deduct her 
expenses. It is important that her 
business reasons for making the trip 
are her main reasons for accompany- 
ing her husband on this trip. When 
such business reasons as aiding her 
husband to conduct his business and 
professional affairs are more impor- 
tant than all the other reasons com- 
bined for making the trip, the conclusion 
will be that her expenses will be 
deductible. 


This conclusion of the law is sup- 
ported by the tax cases on this point. 


Tax Cases Holding 
Such Expenses Deductible 


In L. L. Moorman, CCH Dec. 21,811, 
26 TC 666, the petitioner traveled, 
mainly by automobile but sometimes 
by airplane, over the territory assigned 
to him. The petitioner, vice president 
of a corporation, was supervisor of 
sales. He traveled throughout the 
southern and southwestern parts of 
the United States. His home was in 
North Carolina, but he spent most of 
his time covering his territory. 
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His wife accompanied him on two 
or three trips each year, each of which 
was of a two- or three-week duration. 
She had been a bookkeeper and ste- 
nographer, and performed services for 
the petitioner in those capacities on 
the trips which she made with him. 
She also helped him with the enter- 
tainment of dealers and their wives. 


The petitioner had not included in 
his expense account all the cost of 
meals for his wife when she was with 
him, but did include the cost of her 
meals on those occasions when she 
assisted him in the entertainment of 
dealers. The petitioner spent $12,000 
to $17,000 each year during 1949, 1950 
and 1951. Such expenses were for 
meals, hotels, transportation and enter- 
tainment. The entertainment repre- 
sented the cost of meals and 
entertainment of dealers and their 
wives or groups of dealers. In the 
expense accounts of each of these 
three years, there was included the 
amount of $300 as either the cost of 
meals or entertainment of the peti- 
tioner’s wife. The employment con- 
tract which the petitioner had with the 
employer-corporation was that he was 
to receive commissions based upon a 
certain percentage of sales in his ter- 
ritory. These commissions represented 
the compensation paid to him for his 
services. The expenses which the 
petitioner had incurred were deducted 
from the commissions paid to him. 


The Tax Court held: “. there 
is included in the expense accounts 
(whether under ‘meals’ or ‘entertain- 
ment’ is not entirely clear from the 
record) the cost of some of the meals 
of the petitioner’s wife while accom- 
panying him on business trips and 
while entertaining dealers. The peti- 
tioner testified that his wife assisted 
him in his work while on these busi- 
ness trips and that she was of help in 
entertaining the dealers. However, 
the evidence does not establish that 
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The time has come, | believe, for a 
top level review of the 

overall situation, to assure that 
the taxpayer is getting fair treatment, 
and that the tax system— 
particularly in the light of our 
budgetary problems—is reflecting 
changes in the economy 

and will meet today's challenge 

to our financial system. 

—Senator Alexander Wiley. 


her services were necessary, although 
they may have been helpful. The evi- 
dence here is not sufficient to show 
that these expenditures on behalf of 
the wife were not family expenses 
rendered nondeductible by the provi- 
sions of section 24(a)(1) of the Code. 
We have been furnished with no evi- 
dence upon which we can accurately 
determine the amount which was so 
expended on behalf of the wife. All 
we know is that she accompanied the 
petitioner each year on two or three 
trips of two or three weeks’ duration 
each. Under the circumstances we 
must exercise our best judgment, 
which is that an amount of $300 
should be attributed to the wife for 
each year.” 


Thus, in this instance, the petitioner 
was permitted to deduct the sum of 
$300 claimed as expenses incurred on 
behalf of his wife. It is possible that 
he may have been entitled to a larger 
deduction if he had supporting evi- 
dence to prove that a larger amount 
of money had actually been expended 
by him on behalf of his wife. 


Another case in which the taxpayer 
was allowed to deduct the expenses 
of his wife was John Charles Thomas, 
CCH Dec. 10,622-A. The petitioner 
had spent over $9,000 in each of the 
years 1933 and 1934 in traveling ex- 
penses for the purpose of fulfilling 
concert and opera engagements. His 
wife was with him during most of 
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these trips, and such expenses included 
board, lodging and transportation for 
her whenever she accompanied him 
away from their home in Easton, 
Maryland. The Tax Court found that 
Thomas and his wife ate a great many 
of their luncheons and dinners at 
favorite restaurants while away from 
home on business, but the cost of 
these luncheons and dinners was not 
included in such expenses. Further- 
more, the above expenditures did not 
include the transportation from Easton, 
Maryland, to New York City (where 
most of the radio and opera work was 
performed) and return. 


The Commissioner had disallowed 
one half of the expenses, which had 
been slightly more than $9,000 during 
each of the years, on the ground that 
one half of the expenses claimed had 
been on behalf of the wife of the 
petitioner. 


The Tax Court held that such ex- 
penses were ordinary and necessary 
expenses. The Tax Court found that 
the wife spoke French, German and 
Italian. She had studied opera in 
Europe and had had some experience 
in singing opera. Furthermore, she 
had coached her husband as he pre- 
pared for various opera roles and for 
concert and radio performances. She 
assisted him in perfecting his pronun- 
ciation of French, German and Italian 
words in songs which he sang. She 
instructed him in the story of the 
operas in which he took part and in 
the historical backgrounds and cos- 
tuming for those operas. She criti- 
cized his singing and acting during 
rehearsals and performances. She 
assisted him in obtaining publicity, 
in planning itineraries and in selecting 
programs for his concert and radio 
broadcasts. She acted as a kind of 
secretary for him in his personal rela- 
tions with the music-loving public. 
She accompanied him on most of his 
trips away from New York and at such 
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times acted as a secretary and typist. 
The Tax Court held that “she was 
performing valuable services for him 
in connection with his business which 
required her to be with him while 
travelling. The amount spent 
by the petitioner for travelling ex- 
penses on account of his wife were 
fully justified as ordinary and neces- 
sary expenses of carrying on his 
business.” 


A similar case is Walkup Drayage 
& Warehouse Company and Merchants 
Express Corporation, 4 TCM 695, CCH 
Dec. 14,656(M) : 


“During the year 1940 Walkup made 
a trip to New York to call upon busi- 
ness accounts. Mrs. Walkup was 
taken on the trip to act as her hus- 
band’s secretary and to assist him in 
the entertainment of the customers. 
She devoted a large portion of her 
time during the trip to the perform- 
ance of these services. The petitioner 
and Merchants each paid one-half of 
the expenses of Mr. and Mrs. Walkup 
on this trip and claimed the same as 
deductions. . 


“The petitioners’ president testified 
that his wife accompanied him on the 
trip to New York to do secretarial 
work and to help in entertaining cus- 
tomers. she had been his secre- 
tary prior to their marriage in 1932 
and his principal purpose in 
taking her along was to perform these 
duties. 


“There is no question but that the 
amounts involved were actually ex- 
pended. Under the circumstances, we 
think they constituted ordinary and 
necessary business expenses and that 
the deductions should, therefore, be 
allowed.” 


Wife's Expenses Nondeductible 


In Silverman v. Commissioner, 58-1 


ustc § 9433, 253 F. 2d 849, the pe- 
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titioner was an officer, director and 
minority stockholder in a _ family- 
owned corporation. His brother was 
president and director of the corpo- 
ration. The brother mentioned to the 
petitioner that the corporation desired 
that the petitioner take a business trip 
to locate sources of supplies of burlap 
in Europe. The petitioner, who ex- 
pected to be married in a short time, 
was very reluctant to make the trip. 
His brother mentioned that if the 
petitioner would go abroad, the cor- 
poration would make a gift to his 
wife of the trip to Europe. The Tax 
Court had found that the petitioner 
did not make the suggestion of the 
gift to his wife a condition of his going 
abroad nor had the president of the 
corporation stated that the corporation 
would make a gift to the petitioner. 


The petitioner was married and left 
shortly thereafter with his wife for 
Europe. While abroad, the petitioner 
called on a number of manufacturers 
in various cities in France, Italy and 
Switzerland with whom he discussed 
the corporation’s business. His wife 
did not accompany him on such busi- 
ness calls as she spent most of her 
time sight-seeing. 

As a result of the trip, the corpora- 
tion received samples of burlap and 
quotations of the prices from Euro- 
pean manufacturers, but did not make 
any purchases. 

The expenses of the trip amounted 
to $6,408.02, which amount was paid 
by the corporation and charged to 
travel expenses. The corporation had 
made no formal corporate authori- 
zation of the gift in the minutes of 
the corporation nor had the corpo- 
ration presented anything to the pe- 
titioner’s wife as evidence of the gift. 
The Commissioner disallowed one half 
of the travel expenses and allowed 
the corporation to take as a business 
expense deduction only $3,204.01. The 
Commissioner also held that the pe- 
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When some are given favored treat- 
ment, others chafe at the additional 
burdens imposed upon them and 
demand similar exemptions. Loopholes 
widen into huge apertures; a breed of 
skilled tax lawyers develops, skilled in 
helping wealthy clients avoid taxes in 
return for big fees. The general tax- 
payer, too public spirited or too 
uninformed to obtain similar tax favors, 
is left bearing the burdens. Democratic 
government is itself weakened by 

the unfairness of the whole setup. 
—Senator William E. Proxmire 


titioner realized income in the remain- 
ing one half of $6,408.02. The Tax 
Court held that the petitioner received 
income in the amount of $3,204.01 and 
that the corporation had reimbursed 
him for the personal expense of hav- 
ing his wife accompany him on this 
trip. Under the broad interpretation 
of Section 22(a) of the Internal Reve- 
nue Code of 1939, the court held that 
it was very clear that income included 
any economic or financial benefit 
conferred upon the employee as com- 
pensation and cited the cases of Com- 
missioner v. Smith, 45-1 ustc § 9187, 
324 U. S. 177, and Greenspon v. Com- 
missioner, 56-1 ustc J 9249, 229 F. 2d 
947. The court also held that it was 
very clear that the amounts expended 
by the taxpayer for the purpose of 
having his wife accompany him on 
a business trip were nondeductible 
when the wife’s presence did not 
serve a bona fide business purpose. 


The petitioner had contended that 
the Tax Court erred on the ground 
that the corporation had made a gift 
to his wife. The petitioner’s case was 
very weak on this point. It was very 
clear that there was no evidence of 
a gift made by the corporation to the 
petitioner's wife; and in order to have 
a gift, it must be the intent to make 
such a gift with no consideration. But 
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in this instance the petitioner had 
given consideration for the gift, be- 
cause he was willing to make the trip 
as long as his wife could accompany 
him. Thus, there was bargaining be- 
tween the petitioner and the president 
of the corporation, and this consti- 
tutes consideration. 


The court held that the absence of 
a donative intent, the absence of a 
corporate authorization to make a 
gift, the absence of a delivery of any- 
thing representing the gift and the 
presence of consideration compel the 
conclusion that no gift was made to 
the wife in this case. 


The wife had not performed any 
service for the corporation while on 
the trip nor had her presence served 
any business purpose. The court held 
that since her expenses were purely 
personal and nondeductible, the cor- 
poration’s payment of her expenses 
represented additional compensation 
paid to the petitioner and this entire 
amount of additional compensation or 
bonus cannot be offset by deducting 
the wife’s personal expenses. Thus, 
while the corporation could deduct 
the full amount of $6,408.02 by hav- 
ing $3,204.01 considered as traveling 
expenses and $3,204.01 considered as 
additional compensation or bonus paid 
to the petitioner, the petitioner would 
be taxed on the amount of $3,204.01 
(considered as additional compensa- 
tion or bonus). He could not deduct 
any portion of the expense incurred 
on behalf. of his wife, as this was 
considered a personal expenditure. 


In Ralph E. Duncan, CCH Dee. 
22,999, 30 TC —, No. 36, the peti- 
tioner was a physician. He and his 
wife operated, as a partnership, a 
sanitarium which treated alcoholism. 
The wife managed the food and gen- 
eral housekeeping problems of the 
sanitarium and, to a limited extent, 
assisted in patient therapy. She ac- 


599 








companied her husband on a trip to 
Europe. 

The petitioner and his wife spent 
85 days on their trip, out of which 56 
days were devoted to travel to vari- 
ous places of interest. These days 
were spent primarily in sight-seeing. 
The petitioner spent $11,169.27, and 
the Tax Court allowed $775 of this 
amount as ordinary and necessary 
business expenses. The court held: 


“We think that the motivation, 
planning and itinerary all show that 
this was to be a sightseeing trip and 
intended primarily as a pleasure trip.” 


The court noted that he visited 
hospitals and libraries and that he 
talked to doctors. However, he failed 
to make any preliminary arrange- 
ments for such visits. He failed to 
give a satisfactory account of the 
nature of some of the conversations. 

“|. » we can not agree with the peti- 
tioner, after a study of the record, 
that the trip was for the most part a 
‘field study’ to study alcoholism,” the 
court continued. “We think that many 
of the visits by petitioner were made 
as a result of natural curiosity and 
interest on the part of any profes- 
sional person who, while on tour, 
comes across items that have some 
link with his profession.” 


The court held that $200 of the 
amount spent was deductible as travel- 
ing expense and that $575 was de- 
ductible as advertising expense, which 
represented the amount spent by the 
petitioner and his wife in mailing 
postal cards to people who recom- 
mended patients for his sanitarium. 


The court held that the entire ex- 
pense incurred on behalf of the wife 
was a personal expense. 


How to Tax-Plan Your Trip 


From the cases and the Commis- 
sioner’s ruling cited above, it is very 
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clear that a taxpayer can deduct the 
expenses incurred on behalf of his 
wife when the presence of his wife 
is necessary to aid and further the 
business reasons for his making the 
trip. The wife should assist him in 
the travel arrangements prior to the 
making of the trip. By correspond- 
ence with other wives, she can ar- 
range her husband’s affairs more 
effectively. She can make arrange- 
ments to entertain certain people who 
will be helpful in the business or 
professional affairs of her husband. 
Furthermore, through such correspond- 
ence she can help the trip to become 
more beneficial for her husband. For 
example, if in the Duncan case the 
wife had previously corresponded with 
sanitariums located in Europe, she 
might have been able to make the 
trip much more beneficial to her hus- 
band. She could have acted as a 
helpful secretary to her husband, but 
such secretarial actions should have 
begun long before the trip was started. 
During the trip, she could have con- 
tinued to act as a secretary, arrang- 
ing his program to determine that her 
husband was getting the most bene- 
ficial use of his time during the trip. 


It should be demonstrated that the 
trip was undertaken mainly for busi- 
ness and professional affairs and that 
the sight-seeing or personal aspects 
of the trip were only of a very minor 
and insignificant nature. It would 
also be helpful if the time and ex- 
penses incurred on such sight-seeing 
were clearly determined, so that the 
expenses incurred therein were not 
included in the business expenses in- 
curred on the trip. 


When the wife of a businessman or 
a professional man makes a business 
trip with her husband, it is necessary 
that he show that she accompanied 
him solely for the purpose of aiding 
and furthering his business affairs 
and that this purpose is more impor- 
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tant than all the other reasons combined. 
Similarly, if the wife accompanies a 
professional man to a convention and 
if the main reason for her making 
such a trip is to aid him in the enter- 
tainment of other professional men 
and their wives, her expenses on this 
trip will be deductible if the taxpayer 
can show a business reason for such 
entertainment. It is very clear that 
it might be impossible for the hus- 
band to entertain another professional 
man and his wife without his own 
wife being present. Furthermore, he 
can concentrate upon entertaining the 
husband while his wife concentrates 
upon entertaining the wife of the 
other professional man. It is clear 
that the wives of some professional 
men who attend such a convention 
are aiding and furthering the pro- 
fessional affairs of their husbands 
whereas other wives might be ac- 


companying their husbands to such a 
convention for only personal reasons. 
It is a matter of evidence and a pres- 
entation of the proper record which 
will allow husbands to deduct ex- 
penses incurred on behalf of their 
wives on such a business and profes- 
sional trip. 


Since the tax cases in the Treasury 
ruling are very clear on this point, it 
is now necessary for the businessman 
or the professional man to show the 
bona fide business reason for having 
his wife accompany him on such a 
trip. Such a man should make prepa- 
rations to prove his case long before 
the trip is begun. By so doing, it is 
likely that the businessman or the 
professional man can prove his case 
so clearly that he should be permitted 
to deduct the full amount of expenses 
incurred on behalf of his wife when- 
ever he is so entitled. [The End] 


CORPORATE PURCHASE OF INSURANCE WITHOUT COST— 


Continued from page 586 


While the dangers to Get Rich 
Quick, Inc., are quite apparent, Oppor- 
tunity Fund, Unlimited, may take 
some consolation in the fact that so 
long as it is not a trust or charitable 
organization controlled by the princi- 
pal shareholders of Get Rich Quick, 
Inc., it will incur no tax liability. 


Only the first chapter in the case 
history of this type of scheme has 
been written. Often the initial nega- 
tive reaction of the Service and the 
court stimulates the taxpayer to 
greater imagination and ingenuity. 
What if the transaction is so modified 
that Get Rich Quick, Inc., assumes 
some risk; has some reasonable ex- 
pectation of benefits independent of 
the tax benefits; and shares in certain 
of the profits and losses resulting from 
increases and decreases in value of 
the stock? 


Wife's Traveling Expenses 


The line between sham and sub- 
stance is often invisible. The degree 
to which Get Rich Quick, Inc., and 
Opportunity Fund, Unlimited, will be 
willing to modify their positions as 
above outlined may well determine 
whether the line from sham to sub- 
stance has been crossed. In weighing 
the risks involved, the taxpayer must 
compare not only the monetary ad- 
vantages and disadvantages, but gam- 
ble that his judgment is the judgment 
of the courts. 


In chasing the rainbow and reach- 
ing for the pot of gold, the taxpayer 
should be forewarned that the reverse 
alchemy of the courts may well trans- 
form the contents of the vessel into 
a less valuable, if not more costly. 
matter before its possession is gained 


[The End] 
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DEFERRED COMPENSATION ARRANGEMENTS 
—Continued from page 594 


for other purposes than the payment 
of the deferred compensation, flexible 
policies should be selected.** 


To minimize the possibility of the 
premiums being taxable income to the 
employee, it is advisable that no men- 
tion of the policy be made in the 
deferred compensation agreement nor 
should the employee have any direct 
or indirect rights in the policy, par- 
ticularly when the employee is a stock- 
holder of the employer-corporation.** 
The employer will not be entitled to 
deduct the premiums when paid,* 
but he will be entitled to receive the 
proceeds of the insurance free of in- 
come tax,*® although on surrender of 
the policy the excess of the cash sur- 
render value over the net premiums 
paid would be taxable as ordinary 
income. 

Whether or not the employer is the 
owner of the policy, if someone other 
than the employer is named the bene- 
ficiary in the policy, or the employee 
has the right to name a beneficiary, 
it has been held that the payment of 
premiums by the employer will con- 
stitute taxable income to the em- 
ployee.*” If the employer is not the 
direct or indirect beneficiary, he will 
be entitled to a deduction for the 
premiums paid if they qualify as busi- 


* Endowment and retirement income poli- 
cies are less flexible than whole or ordinary 
life policies; they cannot be continued in 
force after maturity, Under Code Sec. 1035, 
whole-life policies can be exchanged for an 
endowment or annuity contract without in- 
curring a taxable gain on the transfer, where- 
as an endowment or annuity contract can- 
not be exchanged tax-free for a whole-life 
policy. See Long, article cited at foot- 
note 27. 

* Casale v. Commissioner, 57-2 ustc J 9920, 
247 F. 2d 440 (CA-2), rev’g CCH Dec. 
21,921, 26 TC 1020 (1956). 

* 1954 Code Sec. 264. 

* 1954 Code Sec. 101(a)(1). 
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ness expenses under Code Section 
162. 


Desirable Contract Provisions 
from Tax Standpoint 


In addition to a promise by the em- 
ployer to make certain payments to 
an employee on and after retirement 
if the employee continues to render 
services to the employer until such 
retirement, certain other provisions 
have been found to be advisable. It is 
customary to include in the contract 
provisions which make the employee’s 
receipt of the payments contingent 
upon fulfillment of certain conditions. 
Among these are the rendition of satis- 
factory service until retirement, a pro- 
hibition against anticipation, assign- 
ment, sale or hypothecation of his 
interest in the contract, a commitment 
to provide reasonable consultative serv- 
ices after retirement at the employer’s 
request, and an agreement not to enter 
into competitive business activities 
after retirement.** If such conditions 
are realistic in view of all the circum- 
stances, such conditions serve to pre- 
vent vesting of the employee’s rights 
to the deferred payments until they 
are received, thus postponing income 
tax liability until that time. 

[The End] 


“Regs. Sec. 1.61-2(d)(2); O. D. 627, 3 
CB 104 (December, 1920); G. C. M. 8432, 
IX-2 CB 114; G. C. M. 16069, XV-1 CB 84; 
Canaday v. Guitteau, 36-2 ustc J 9513, 86 F. 
2d 303 (CA-6); Commissioner v. Bonwit, 37-1 
ustc J 9104, 87 F. 2d 764 (CA-2), cert. den., 
302 U. S. 694; Yuengling v. Commissioner, 4 
ustc 7 1257, 69 F. 2d 971 (CA-3, 1934); 
C. Francis Weeks, CCH Dec. 18,081, 16 TC 
248 (1951); Danforth, CCH Dec. 5841, 18 
BTA 1221 (1930); and Adams, CCH Dec. 
5664, 18 BTA 381 (1929). 

“For an analysis of these and other con- 
ditions, see Thornburg, article cited at foot- 
note 1. 
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HAVE WE LOST OUR CIVIL RIGHTS 
IN TAX MATTERS? 
By ABRAHAM H. SPILKY, CPA, New York City 


The author considers the application of the Fourth and Fifth Amendments 
of the Constitution to tax matters. In particular, he discusses 
the United States Supreme Court decision in the Shapiro case. 


HE HISTORY of the adoption of the Constitution, and the 

history of the coming into being of the United States is em- 
phasized in the Bill of Rights, without which it is most probable 
that the new government might never have been established. 


In particular, the Fourth and Fifth Amendments show the fear 
that the populace had of the extremes to which a strong central 
government might go, and the limitations placed on it as a safeguard 
to the rights of the people and as a protection to their security. 


“The right of the people to be secure in their persons, houses, 
papers, and effects, against unreasonable searches and seizures, shall 
not be violated . . . .”* “[No person] shall be compelled in any 
criminal case to be a witness against himself . . . .”? 


The language is strong and positive, no quibbling, no if’s, and’s 
or but’s. Among the meanings given to the word “shall” is: “ , 
expressing subjection to a command, intention, constraint, obligation, 
promise, or permission.” * In legal terminology, “shall” in a statute, 
is used in a peremptory, or directory, sense.* To students of American 
history, of the period of the Revolution, and of the Declaration of 
Independence, it is self-evident that “shall” was used in the peremptory, 
and not in the permissive sense. 


Both the Fourth and Fifth Amendments were directed to thwart- 
ing oppression by the federal government: The Fourth Amendment 





United States Constitution, Amendment IV. 

? United States Constitution, Amendment V. 

*Funk and Wagnalls Standard Dictionary of the English Language (1911). 

*Bouvier’s Law Dictionary, 3d Revision, Vol. II, p. 3057. The exception 
quoted therein, Cairo and Fulton Railroad Company v. Hecht, 95 U. S. 423, involves 
a procedural question, the service of a summons, and does not detract from the 
peremptory connotation of the word. 
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secures a type of privacy, and the 
Fifth Amendment secures against tes- 
timonial compulsion. Although the 
two amendments travel on different 
planes, they have one thing in com- 
mon, the protection of the fundamental 
rights of an individual against the 
overwhelming force of the government.® 

It has been held that the self-in- 
crimination clause must be interpreted 
in a broad spirit to effect the purpose 
for which it was designed, namely, to 
secure a citizen from every kind of 
self-accusation,® whether the purpose 
be a general investigation or have 
prosecution in mind.’ The privilege 
extends to answers to questions, 
which, while not incriminating by 
themselves, may be a step toward 
answers to other questions that would 
be incriminating.® 

The privilege, of course, is not sub- 
ject to abuse. It may be invoked only 
where there is danger of self-incrimina- 
tion, or reasonable cause to fear such 
danger. The witness may not invoke 
the privilege if prosecution would be 
barred by the statute of limitations, 
where the witness has other similar 
statutory defenses ® or where, from a 
consideration of all circumstances, it 
is obvious that the witness is mistaken 
and thatithe answers cannot. incrim- 
inate him.*° 


The privileges of the Fourth and 
Fifth Amendments: have been fre- 


quently assailed on the ground that they 


* Nueslein_v. District of Columbia, 115 F. 
2d 690 (CA of 'D. C., 1940); People v. Exum, 
(1943) 382-Iile 204, 47 'N. E. 2d 56; Davis 
v, U. S., 328° U. 8.582, 66 S: Ct. :1256 (1946). 

*Counselman v. Hitchcock, 142 U. S. 547, 
12 S, Ct. 195 (1892); Ullman v. U. S., 350 
U. S. 422, 76'S: Ct.'497 (1956).’ 

"In re'Groban’s Petition, 352: U. S. 330, 
77 S. Ct. 510 (1957); Harris v. U-S., 151 F. 
2d, 837 (CA-10, 1945), aff’d, 331 U.'S.,145, 
67 S. Ct., 1098. 

* Hoffman v. U. S., 341 U. | 479, 71 S. Ct. 
814 (1951). 1 

*U. S..v.. Thomas, 49 F. ‘Supe. 547 (DC 
Ky., 1943). 
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enable a suspected criminal to escape 
just punishment,. but almost invariably 
they have been sustained by the courts." 
In the case of the “search and seizure” 
clause of the Fourth Amendment, the 
police have been sustained only when 
the search was “reasonable,” and what 
was “reasonable” or “unreasonable” 


was carefully defined by the courts. 


There have been times when these 
privileges have been assailed because 
they acted to protect groups of indi- 
viduals engaged in the frustration of 
certain, well-defined public policies. 
Because laws which defined public 
policies also provided for punishment 
for violations thereof, the individuals 
involved could claim the benefits of 
their constitutional privileges, and 
their refusal to testify made it well 
nigh impossible to secure a conviction. 
Among investigations which were 
bogged down by these refusals to 
testify were the investigations of the 
“trusts” and “conspiracies in restraint 
of trade” current in the last two decades 
of the nineteenth century. 


To overcome this problem, Congress 
passed an act, known as the Compul- 
sory Testimony Act of February 11, 
1893.*° This act provided that any 
person who, in obedience to a sub- 
poena issued by the Interstate Com- 
merce Commission, gave testimony, 
or produced books, papers or other 
documents, would be immune from 


”Wollam v. U. S., 244 F. 2d, 212 (CA-9, 
1957); U. S. v. Doto, 110 F. Supp. 518 (DC 
N.. Y., 1953), rev’d on other grounds, 205 
F. 2d 416. 

" Boyd v. U. S., 
524 (1886); Grau v. 


116 U. S. 616, 6 S. Ct. 
U. 'S., 287 U. S. 124, 


+53 S. Ct. 38 (1932) ; Go-Bart Importing Com- 


pany v. U. S.,. 282 U. S. 344, 51 S. Ct. 153 
(1931). See also footnote 5. 

* Carroll v. U. S., 267 U. S. 132, 45 S. Ct. 
280: (1925) ; Wrightson v. U. S., 222 F. 2d 556 
1955); Catalanotte v. U. S., 
208 .F..2d 264 (CA-6, 1953); Trupiano v. 
U. S., 334._U. S, 699, 68 S.Ct. 1229 (1948) ; 
Horvis v. U. S., cited at footnote 7. 

* 49, USC Sec. 46, 27 Stat. 443. 
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prosecution by reason of such testi- 
mony, books or documents. By Sec- 
tion 47,%* this immunity was extended 
to all testimony, and so forth, under 
Chapter 1 of Title 49 (transportation) 
and all amendatory or supplemental 
laws thereto. By Section 48 * the im- 
munity so granted was limited to 
natural persons only. 


Since the constitutional privilege 
against self-incrimination may not be 
claimed if there does not exist any 
reasonable danger of self-incrimination, 
it would follow that an absolute grant 
of immunity would be legally within 
the power of Congress, and the result 
would be that the witness could be 
compelled to testify.*® 


The effect, as can be imagined, was 
just what the “trust-busters” needed. 
With an immunity law of this kind 
on the statute books, it was easy to 
force one or two of the conspirators 
to testify, and so to break up the much 
hated and feared “trusts.” 


Of course, the provision for the 
granting of immunity was not auto- 
matic. It had to be specifically claimed, 
and could be waived.?? This, however, 
was a problem to be faced by the 
witness and his counsel; it was no 


* 49 USC Sec. 47, 32 Stat. 904. 

* 49 USC Sec. 48, 34 Stat. 798. 

% Glickstein v. U. S., 222 U. S. 139, 32 S. 
Ct. 71 (1911); American Lithographic Com- 
pany v. Werckmeister, 221 U. S. 603, 31 
S. Ct. 676 (1911); Counselman v. Hitch- 
cock, cited at footnote 6; Heike v. U. S., 217 
U. S. 423, 30 S. Ct. 539 (1910). 49 USC 
Sec. 46 has been specifically upheld in Brown 
v. Walker, 161 U. S. 591, 16 S. Ct. 644 
(1896) ; Hale v. Henkel, 201 U. S. 43, 26 S. 
Ct. 370 (1906); Nelson v. U. S., 201 U. S. 
92, 26 S. Ct. 358 (1906); ICC v. Baird, 194 
U. S. 25, 24S. Ct. 563 (1904). 

* Foot v. Buchanan, 113 F. 156 (CC.ND 
Miss., 1902) ; Emspak v. U. S., 349 U.S. 190, 
75 S. Ct. 687 (1955); Smith v. U. S., 337 
U. S. 137, 69 S. Ct. 1000 (1949); U. S. wv. 
Shaw, 33 F. Supp. 531 (DC Cal., 1940) ; U. S. 
v. Monia, 317 U. S. 424, 63 S. Ct. 409 (1943) ; 
Claiborne v. U. S., 77 F. 2d 682 (CA-8, 1935) ; 
Brown v. U. S., 234 F. 2d 140 (CA-6, 1956), 
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concern of the prosecution. The gov- 
ernment is not required to advise the 
witness of his right to claim or to 
waive his rights under an immunity 
statute.** 


Now that the government had got 
one foot into the door, it was not 
difficult to imagine that they would 
try again. It started slowly at first, 
with the Shipping Act of 1916, the 
Packers and Stockyards Act of 1921,7° 
the Commodity Exchange Act of 1922 #* 
and the Perishable Agricultural Com- 
modities Act of 1920.7? 


With the advent of the New Deal, 
and the host of regulatory legislation 
which it brought, similar immunity 
provisions were incorporated into many 
of these acts. Among those that most 
affect the public which contained 
such a provision ** were the Emer- 
gency Price Control Act,** the Securi- 
ties Exchange Act of 1934, the 
National Labor Relations Act, 1935,7¢ 
the Social Security Act, 1935," the 
Fair Labor Standards Act of 1938 8 


and the Labor Management Relations 
Act of 1947,?* 


The Emergency Price Control Act,?° 
among other things, provided a pen- 


cert. granted, 352 U. S. 908; Ziegler v. U. S.., 
174 F. 2d 439 (CA-9, 1949), cert. den., 338 
U. S. 822, 70 S. Ct. 68. 

*U. S. v. Scully, 119 F. Supp. 225 (DC 
N. Y., 1954), aff'd, 225 F. 2d'113 (CA-2), 
cert. den., 350 U. S. 897. 

* 46 USC Sees. 826, 827, 814, 817 and 820. 

*7 USC Secs. 221 and 222. 

*7 USC Secs. 15, 6 and 7(a). 

*7 USC Secs. 499(m) and 499(i). 

* A more detailed, but admittedly partial list 
of such legislation is contained in 335 U. . 
at p. 6, footnote 4. 

Ps 56 Stat. 23, as amended, 50 USCA Sec. 

* 15 USC Sees. 78(q) and 78(u). 

* 29 USC Secs 156 and 161. 

* 42 USC Sec. 405(a), (d), (e) and (f). 

*29 USC Secs. 209 and 211; 15 USC 
Secs. 49 and 50. 

* Sec. 101, subsec. 11(3); Sec. 207(c). 

* Cited at footnote 24. 
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alty against tie-in sales. Regulations 
issued under the act provided that 
certain records be kept, including in- 
voices, sales tickets, cash receipts or 
other written evidence of sale or de- 
livery which relate to the prices charged 
pursuant to the regulations. Section 
202(g) incorporated by reference the 
Compulsory Testimony Act of Feb- 
ruary 11, 1893." 


Shapiro Case 


Under the authority of the act, the 
price administrator served a subpoena 
duces tecum ad testificandwm upon one 
William Shapiro, requiring him to 
produce all duplicate sales invoices, 
sales books, ledgers, inventory rec- 
ords, contracts and records relating 
to the sale of all commodities from 
September 1 to September 28, 1944. 
William Shapiro was a wholesaler of 
fruit and produce, doing business as 
a sole proprietorship. The petitioner 
appeared with his attorney, who in- 


quired whether immunity would be 
granted as to any matters or informa- 
tion that would be obtained as a result 


of the examination of the records. 
The reply was that the witness was 
entitled to whatever immunity flows 
as a matter of law from the produc- 
tion of such books and records. The 
reply, at- best, seemed to be cryptic, 
and probably formalistic. No doubt 
the attorney felt that, in view of the 
past history of the Compulsory Testi- 
mony Act of 1893, his client would 
be immune from prosecution. 


While the books for the period 
under investigation did not show evi- 





™ Cited at footnote 13. 

*U. S. v. Shapiro, 159 F. 2d 890 (CA-2, 
1947), aff'd, 335 U. S. 1, 68 S, Ct. 1375 
(1948). 

#221 U. S. 361, 31 S. Ct. 538 (1911). 
See also Dreier v. U. S., 221 U.S. 394, 31 
S. Ct. 550 (1911); Wheeler v. U. S., 226 
U. S. 478, 33 S. Ct. 158 (1913). 

Judge Clark, in Shapiro, also quoted with 
approval from Justice Holmes’ opinion in 
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dence of any tie-in sales, the ad- 
ministrator used the names obtained 
therein, as “leads” to reach customers 
of Shapiro. One of them agreed to 
testify as to the tie-in sales which 
occurred between August and No- 
vember, 1943. As a result of such 
testimony, Shapiro was convicted. 


Upon appeal, the question of the 
extent and application of the immunity 
statute was squarely in issue. The 
circuit court sustained the conviction.** 
The court argued that the immunity 
privilege does not apply to records 
required by law, which it calls “public” 
documents, and cited Wilson v. U. S.** 


What the circuit court failed to 
point out was that the question in- 
volved in the Wilson case was hardly 
similar to the Shapiro case. 


The Wilson case involved corporate 
records held by an officer, which rec- 
ords might have incriminated the 
officer. The court held that because 
a corporation was a creature of the 
state, its records were subject to ex- 
amination by the state, hence “public 
records.” 


The court’s decision on these grounds 
was very unfortunate. So was its in- 
terpretation of the coterminous doc- 
trine of Hale v. Henkel.** The holding 
in this latter case was that no right 
to immunity under the Fifth Amend- 
ment exists when the offer of immunity 
under 49 USC Section 46 eliminated 
the threat of prosecution. The court 
interpreted, this as though Congress 
said: “We do not know what your 
constitutional rights may be, but, 





Heike v. U. S., 227 U. S. 131, 33 S. Ct. 226: 
“But the obvious purpose of the statute 
is to make evidence available and com- 
pulsory that otherwise could not be got. 
We see no reason for supposing that the 
act offered a gratuity to crime. It should 
be construed . . . as coterminous with 
what otherwise would have been the privi- 
lege of the person concerned.” 
“ Cited at footnote 16. 
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whatever they are, we grant you that, 
and nothing beyond that.” 


Available to the Supreme Court was 
a more logical doctrine upon which it 
could have decided the Wilson case, 
the doctrine that the privilege was 
personal and could be claimed only 
by the one who had both title and 
possession and not by one who held 
as custodian. This doctrine was ap- 
plied by the Supreme Court in later 
decisions.** Resort to the “public rec- 
ords” doctrine was unsound and led 
eventually to results not foreseen at 
that time. 


The questions raised in the Shapiro 
case were: (1) Could records required 
to be kept under regulations issued 
by the price administrator be classi- 
fied as “public documents” and, there- 
fore, not subject to the immunity clause 
of the Fourth Amendment; and (2) 
could an individual required to sur- 
render such documents, if the answer 
to question (1) is in the affirmative, 


be prosecuted despite the provision 
against compulsory testimony in the 
Fifth Amendment. 


Shades of Hamilton, Madison and 
all the Founding Fathers, the Supreme 
Court sustained the conviction! It 
held that Congress required that these 
records be kept as a means of enforc- 
ing the statute, and that the use of 
the records for that purpose did not 
grant any immunity to any individual 
who kept such records. Justices Frank- 
furter, Jackson and Rutledge dissented. 


This direct attack on what has here- 
tofore been a bastion of an individual’s 
rights is astounding. As Justice Frank- 
furter pointed out, all that Congress 
need now do is to require that every 
individual keep records of their affairs 
because they fall within some regula- 


Many persons fail to understand 
that about 90% of the crimes 
committed in this country are 

by law exclusively under the 
jurisdiction of state and local 
authorities and in only about 

10% of the cases does the federal 
government by law have any 
jurisdiction. . . . itis the 

nature of the offense and 

not the seriousness of the 

offense which is determinative as to 
whether the state or federal 
government has jurisdiction.— 
Attorney General William P. Rogers. 


tory power of government, whereby 
they all become “public records” and 
ipso facto they fall outside the pro- 
tection of the Constitution. 


In fact it need not take an act of 
Congress to arrive at such a sweeping 
result. All that would be needed is 
for some government official to ap- 
pear before a Congressional committee 
during the course of a hearing on 
proposed legislation and to submit to 
such committee a 60,000 word memo- 
randum which contained a reference 
to the Compulsory Testimony Act of 
1893. Should Congress pass the pro- 
posed legislation, the memorandum 
would become part of its legislative 
history, and the same consequences 
would flow. Astonishing? This is 
what happened in the Shapiro case.*® 


Can anyone imagine. the conse- 
quences should such a provision be 
inserted into the Internal Revenue 
Code? This question is not. as far- 
fetched as it sounds. References to 
books and records are now contained 
in the Code. 


See, for example, Section 7602 (Ex- 
amination of Books and Witnesses— 





* Grant and Burlingame v. U. S., 227 U. S. 
74, 33 S. Ct. 190 (1913); Johnson v. U. S., 
228 U. S. 457, 33 S. Ct. 572 (1913); Rogers 
v. U. S., 340 U. S. 367, 71 S. Ct. 438 (1951). 
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* See dissent of Justice Frankfurter, and 
footnotes thereto, 335 U. S. at pp. 43 and 
following. 
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references to books and records in 
this section are in the broad terms, 
“any books” and “any person”) ; Sec- 
tion 7269 (Failure to Produce Rec- 
ords) ; Section 7210 (Failure to Obey 
Summons—this section also provides 
for penalties for failure to produce 
books, records, and the like) ; Section 
7206(5)(B) (Withholding, Falsifying 
and Destroying Records) ; and Section 
5842 (Books, Records and Returns).** 


We should, at this point, carefully 
consider the application of 1954 Code 
Section 6001.** This section is Part I. 
(Records, Statements and Special Re- 
turns) of Chapter 61 (Information 
and Returns) of Subtitle F (Procedure 
and Administration). 


It is obvious from the text that 
this section applies only to records 
for the determination of tax and does 
not apply to investigations to deter- 
mine the taxpayer’s liability for civil 
ad valorem penalties or criminal penal- 
ties. However, it is so broadly written 
that it could cover almost anything 
which the secretary or his delegate 
may want it to cover. 


Some questions readily come to 
mind: Suppose a revenue agent in the 
course of a routine audit discovers 
evidence of fraud. Will he, or is he 
required to, stop and to advise the 
taxpayer of his findings, and of his 
constitutional rights? Suppose a spe- 
cial agent, unable to obtain the in- 


“Other sections requiring the keeping 
of books and records are Secs. 4102, 4403, 
4597, 4732, 4753(b), 5114, 5124, 5197, 5285, 
5367, 5415, 5555, 5741 and 6001. 


™Sec. 6001 provides as follows: “Every 
person liable for any tax imposed by this 
title, or for the collection thereof, shall keep 
such records, render such statements, make 
such returns, and comply with such rules 
and regulations as the Secretary or his 
delegate may from time to time prescribe. 
Whenever in the judgment of the Secretary 
or his delegate it is necessary, he may re- 
quire any person by notice served upon 
such person or by regulations, to make such 
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criminating records without tipping 
his hand, urges a revenue agent to do 
so in the guise of a routine audit. At 
which point must a taxpayer claim his 
constitutional rights without running 
the danger that a court might hold 
that he waived such rights? May 
records obtained by a revenue agent 
either as a result of a routine audit 
or at the instigation of a special agent 
be used against the taxpayer in a sub- 
sequent criminal action? These and 
similar questions have already been 
raised but have not yet been authori- 
tatively answered.” 


Conclusion 


Never in the history of the United 
States have we experienced such a 
frontal assault on our civil liberties 
and our fundamental rights. That it 
was made by the Supreme Court, the 
guardian of our constitutional rights, 
is tragic. It is not yet known how far 
the courts would apply the doctrine 
of the Shapiro case. To date it has 
been applied only to cases arising out 
of the Emergency Price Control Act. 
It is to be hoped that it is carried no 
further or that the Court will see fit 
to overrule itself in the future. If the 
doctrine of the Shapiro case is ex- 
panded, we may find ourselves back 
where we were under King George 
III, a prospect that none of us look 
forward to with any pleasure. 

[The End] 


returns, render such statements, or keep 
such records, as the Secretary or his dele- 
gate deems sufficient to show whether or 
not such person is liable for tax under this 
title.” 


*” Numerous articles have been written 
on these and kindred subjects. Consult any 
standard digest of published articles. Most 
of the decisions appear to be against the 
taxpayer. Although the rules of procedure 
remain unchanged, the courts, under the 
doctrine of protecting the government fisc, 
have subtly placed the burden more and 
more on the taxpayer. 
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HOW TO PLAN 
OVERSEAS 
OPERATIONS 

IF THE 


Ty 


BOGGS BILL 
IS ENACTED 


By PAUL D. SEGHERS 


This article discusses the Boggs bill, which is the first 

comprehensive attempt to make many needed reforms in the jumble 
of provisions in the Internal Revenue Code for the taxation 

of foreign-source income. The author is a member ° 

of the law firm of Seghers, Reinhart & McCall, New York City. 


F ALL WHO WOULD BENEFIT from the Boggs bill (H. R. 5) 

knew how much it means to the free world, as well as to American 
business, the tide of support would run so high, that its early passage 
would be assured. (It is now in the hands of the House Committee 
on Ways and Means, and early hearings’on it are hoped for.) 


Closer ties of friendship and understanding between our country 
and the other countries of the free world are vitally necessary, not 
only for our own national security, but for the survival of our way of 
life itself. 


The closest ties between nations are those arising out of intelli- 
gent self-interest, and today these are best created and strengthened 
through mutually profitable international commerce. The American 
businessman is the best ambassador of, good will we could have, 
creating bonds of friendship with the people of every land. He must 
be, because the American businessman abroad, and the business 
organization through which he operates, MUST understand, MUST 
be sympathetic to, and win the good will of, the people where they do 
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business, or the business venture in 
that country will fail and pass from 
the scene. 


Such strengthening of the ties of 
mutual self-interest and friendly com- 
mercial understanding is doubly im- 
portant for our side today, in view of 
the increased tempo of the Communist 
cold war on the economic front. 


These are the strongest reasons 
why our government should encourage 
and assist United States business 
abroad. Just how business will be 
helped by the provisions of the Boggs 
bill, if enacted, is explained below. 


Briefly, H. R. 5 would make pos- 
sible the use of a domestic (United 
States) corporation to accumulate in- 
come from sales of goods and other 
business operations abroad, thereby 
making additional funds available for 
the expansion of such business, free 
of United States tax until distributed 
to its stockholders. Furthermore, 
when distributed, the maximum 
United States tax rate would be 38 
per cent instead of 52 per cent, and 
the foreign tax credit will be allow- 
able. 


These provisions, and other tax 
benefits available under H. R. 5, are 
described in some detail below, with 
especial emphasis upon the manner 
in which United States corporations 
may avail themselves of these advan- 
tages. 


Tax Deferral 


The feature of H. R. 5 which has 
attracted the most attention is the 
deferral of United States tax on busi- 


*Sec. 951. Unless otherwise stated, all 
citations of Code sections in footnotes refer 
to sections of the 1954 Code as proposed 
to be amended by H. R. ‘5, 86th Cong., 
Ist Sess. (1959). 

* Sec. 951(a). 
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ness income earned abroad by a do- 
mestic (United States) corporation 
until withdrawn from its operations 
abroad. In order to defer payment 
of its United States taxes, the corpor- 
ation must qualify (under the provi- 
sions of the bill) as a “Foreign 
Business Corporation.” For this pur- 
pose, the corporation must derive 90 
per cent or more of its gross income 
from sources without the United 
States and “from the active conduct 
of a trade or business.” * The latter 
phrase is defined to include dividends 
and other income from a corporation 
in which the recipient owns 10 per 
cent or more of the voting stock, sub- 
ject to the requirement that the pay- 
ing corporation would meet (or has 
met) tests for qualification corre- 
sponding to those of an FBC (“For- 
eign Business Corporation’”).® 


Having qualified as an FBC, it is 
subject to United States tax on its 
foreign-source business income only 
when, and to the extent that, it pays 
it out as dividends or otherwise with- 
draws its property from employment 
abroad. (An FBC is taxable cur- 
rently on its income from sources 
within the United States in the same 
manner as any other United States 
corporation.°) 


In the taxable year in which an 
FBC pays a dividend and becomes 
subject to United States tax on the 
portion of its profits (before United 
States tax) represented by the amount 


distributed,® it is allowed credit 
against such United States tax for 
foreign income taxes paid and deemed 
to have been paid by it with respect 
to such profits.” (Such credit is sub- 
ject to the usual percentage limita- 
tions.®) 

* Sec. 951(a) (2). 

* Sec. 951(b)(2) and Sec. 78. 

* Sec. 951(b)(1). 

* Sec. 951(b) (4). 


* Sec. 951(b)(2)(C). 
* 1954 Code Sec. 904. 
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Finally, when dividends are paid by 
the FBC to a United States corpora- 
tion owning its stock, a 100 per cent 
dividends-received deduction is al- 
lowed,® resulting in no United States 
tax on the receipt of such dividends. 


Significance of Tax Deferral 


Now, what does this provision for 
deferral of United States tax mean to 
the United States businessman? He 
can (after enactment of H. R. 5) 
organize a corporation under the laws 
of one of the states (or use an existing 
domestic corporation, such as a West- 
ern Hemisphere Trade Corporation, 
which qualifies as an FBC) to con- 
duct business abroad without any 
United States tax being payable on 
income from such operations until the 
income is brought home and dis- 
tributed. Thus, he can use the funds 
resulting from such profits, undimin- 
ished by United States taxes, to ex- 
pand the business of the FBC in the 
country in which earned, or in any 
other country outside the United 
States. 


Many United States businessmen 
who have hesitated to make use of a 
foreign corporation, are now ready to 
organize a “Foreign Business Cor- 
poration” if the Boggs bill is enacted 
in its present form. In this way they 
will be enabled to expand their over- 
seas operations, using the additional 
capital made available by the deferral 
of United States tax on the foreign- 
source income of such an FBC. 


Benefits 
to Foreign Subsidiary Operations 


Even in the case of a United States 
corporation already obtaining, through 
the use of one or more foreign sub- 
sidiaries, all the benefits of deferral 
of United States taxes on income from 
sources outside the United States until 


*Sec. 243(c). 
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received as dividends, and the benefit 
of the “averaging” of foreign income 
taxes so as to minimize the loss of 
foreign tax credits, some benefits can, 
in certain circumstances, be derived 
from the use of an FBC. 


One advantage of an FBC in such 
circumstances is that, being a domes- 
tic (United States) corporation, it is 
eligible for International Cooperation 
Administration guarantees, while a 
foreign corporation is ineligible for 
this protection. 


Another feature of an FBC is that 
it is subject, as a domestic corpora- 
tion, to all tax conventions (“treat- 
ies”) between the United States and 
other nations, and entitled to the 
benefits thereof. 


Stock Transfer Benefits 


An interesting example of a tax- 
free transfer to an FBC is a transfer, 
by a United States parent corporation 
to an FBC, in exchange for stock of 
the latter, of stock of a foreign sub- 
sidiary now owned by the parent. 


Such a transaction (between a par- 
ent and a wholly owned subsidiary) 
would not be subject to the provisions 
of 1954 Code Section 367, both trans- 
feror and transferee being domestic 


_corporations and it being immaterial 


whether or not the foreign corpora- 
tion be considered a corporation for 
the purpese of determining, under 
Code Section 351, the “tax-free” effect 
of such an exchange. Hence, it would 
not be subject, under Section 367, to 
the exceptions to the general rules in 
Subchapter C regarding “tax-free” 
exchanges. 


One of the advantages of transfer- 
ring stock of a foreign subsidiary to a 
subsidiary FBC is that such foreign 
subsidiaries could pay dividends to 
the FBC (thus removing assets from 
the country in which said subsidiary 
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was incorporated and/or operating) 
without resulting in any immediate 
United States tax. The advantages of 
such flexibility are obvious, and it will 
be found, in many instances, that such 
a method of operation (with both a 
foreign subsidiary and an FBC) has 
other tangible advantages. 


Benefit Evaluation 


In order to ascertain the possible 
value of using an FBC in a specific 
case where a domestic corporation 
already has one or more foreign sub- 
sidiaries, all feasible transactions in- 
volving the three types of corporations 
should be imagined. Then compute 
the resulting deferral of payment of 
United States taxes and the ultimate 
income tax consequences (United 


States and foreign) of such transac- 
tions. Only in this way is it possible 
to reach an informed decision as to 
which transactions and methods of 
operating would produce the most ad- 


vantageous over-all result. It is prob- 
able that some surprising results will 
become apparent from:such tax com- 
putations. It will, of course, be essen- 
tial also to take into consideration 
local taxes other than income taxes, 
and all nontax factors which would 
have a bearing upon the desirability 
of such transactions. 


Tax Reduction 


Despite the advantages which some 
see in the deferral provisions of H. R. 
5, discussed under that heading, if the 
stated objectives of the Boggs. bill 
—‘to encourage private investment 
abroad and thereby promote Ameri- 
can industry and reduce Government 
expenditures for foreign economic 
assistance”—are to be attained, much 
more than tax deferral is necessary. 


To encourage American businesses 
to expand their activities in (or into) 


” Sec. 921. 
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other countries, the mere postpone- 
ment of the time for paying United 
States taxes on income (if any) thus 
earned outside the United States is 
not a very strong incentive. 


Income earned outside the United 
States, beyond its jurisdiction and 
protection, should be taxed by the 
United States only once—when such 
profits are received by United States 
citizens or residents. That is enough, 
rather than taxing such foreign profits 
when received by a United States 
corporation, and again when distrib- 
uted to its stockholders. It should not 
be necessary to advance arguments 
in support of this view—on the con- 
trary, it is Congress that should have 
to justify its imposition of two suc- 
cessive taxes, one on top of the other, 
on income earned outside the United 
States. 


Extension of Western Hemisphere 
Trade Corporation Tax Reduction 


A step in the right direction is 
taken in the Boggs bill—the exten- 
sion to world-wide business opera- 
tions of the 14-percentage-points tax 
reduction presently allowed to United 
States corporations qualifying as 
Western Hemisphere Trade Corpora- 
tions. 


The Boggs bill would allow this 
reduction with respect to business 
income from abroad, including divi- 
dends and other income, of a domestic 
corporation which qualifies as an “In- 
ternational Trade Corporation.” * To 
qualify as such, the income of such a 
corporation must meet the above- 
described tests applicable to the in- 
come of an FBC “for the 3-year period 
immediately preceding the close of the 
taxable year (or for such part of such 
3-year period during which the cor- 
poration was in existence, or for such 
part of such 3-year period as follows 
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December 31, 1958, whichever is the 
hector 24 ic 


It usually will be found desirable, 
even where not essential, to organ- 
ize a new corporation (under the laws 
of one of the states) to qualify as both 
an FBC and an International Trade 
Corporation. No United States tax 
problem under 1954 Code Section 367 
would result from any transfers of 
properties to such a corporation from 
one or more individuals or from an- 
other existing domestic corporation, 
inasmuch as no foreign corporation 
would be a party to the transfer. 


An illustration of the potential ad- 
vantage of the provision for the 14- 
point reduction may be found in the 
case of a United States corporation 
now making sales in the Western 
Hemisphere through a WHTC sub- 
sidiary, but selling directly to cus- 
tomers in Europe. Under the Boggs 
bill, the benefit of the 38 per cent 
maximum United States tax rate on 
income realized by such a corporation 
from sales in Europe would be avail- 
able to an International Trade Corpo- 
ration to the same extent as is presently 
the case with the sales being made 
in the Western Hemisphere but outside 
the United States. Such operations in 
both hemispheres would no longer 
present the same problems as to loss 
of tax credits where the tax rates in 
some countries are higher than 52 
per cent. This would result from an- 
other provision of the Boggs bill 
(mentioned further below) permitting 
the use of either the “over-all” or “per- 
country” method of computing the 
limitation on the allowable amount of 
such credit. 


It is clear, that a domestic corpo- 
ration which qualifies as an Inter- 
national Trade Corporation may also 
qualify as an FBC, thereby obtaining 
the benefit of both the 14-percentage- 


It is quite apparent . . . that the 
so-called cold war is shifting 

from the military to the economic 
front. As champion and 

rallying point for the free world, 
we are going to have to meet 

cold war economic competition. 
certainly cannot do so unless our 
own financial house is in order. 
—Senator Styles Bridges. 


We 


point reduction in the tax on its 
foreign business income and the de- 
ferral of United States tax on such 
income until distributed. These two 
provisions, taken together, afford suf- 
ficient benefit to constitute a strong 
incentive to American business to ex- 
pand its activities abroad, thereby ac- 
complishing the announced objectives 
of the Boggs bill, as well as the broader 
objectives of strengthening the ties of 
commercial and friendly relations with 
other nations of the free world. 


The Treasury, apparently without 
adequate statistics on how much tax 
(net after deduction of foreign tax 
credits) it has been collecting with 
respect to business income from abroad 
in recent years, “guesstimates” that 
it runs from $200 million to $500 mil- 
lion, and objects to the effect of these 
provisions upon its revenue. Even if 
one of these estimates happened to be 
approximately correct, the cost would 
be small, compared to (1) the billions 
of dollars being poured out in govern- 
ment-to-government aid (the need for 
which would be lessened by the ef- 
fects of enactment of H. R. 5), and 
(2) the increased income tax revenue 
that would flow to the Treasury as a 
result of the stimulation of United 
States business as a consequence of 
acceleration of our international trade 
if H. R. 5 is made a part of our system 
of taxing income earned outside the 
United States. 





* Sec. 921(1). 
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It is far easier to prove that this 
would be the effect of enactment of 
the Boggs bill, than for the Treasury 
to prove how much revenue loss it 
would sustain (temporarily) as a re- 
sult of H. R. 5’s provisions for tax 
deferral and the 14-point tax reduction. 


One thing is certain: Business will 
not be encouraged to any great ex- 
tent to embark upon and expand 
operations abroad if the only incen- 
tives offered are tax reductions which 
will not even temporarily reduce the 
Treasury's tax revenues from such 
activities. 


If business appreciates what it can 
do for our country through increased 
business with other countries, and 
what the Boggs bill can, in turn, do 
for such business, very desirable re- 
sults would quickly ensue in both 
directions. 


Tax-Free Property Transfers 


The Boggs bill will greatly facili- 
tate tax planning because of its pro- 
vision ™* permitting “tax-free” transfers 
of “foreign business property” to 
foreign corporations, in certain cir- 
cumstances. Such transfers are dis- 
tinctly different from (1) transfers of 
property of any kind from an ordinary 
domestic (United States) corporation 
to a “Foreign Business Corporation” 
—which may be made completely 
“tax-free” **—and (2) transfers from 
a foreign corporation to an FBC, 
which may be made in such a manner 
as not to give rise to United States 
tax at the time transfer is made ** but 
will enter into the computation of the 
FBC’s “reinvested foreign business 
income” * and hence be taxable to 
the FBC at the time it makes a dis- 
tribution out of such “income.” ** 





™ Sec. 367(b) and (c) and Sec. 1492(2). 

*™Under 1954 Code Secs. 351, 354 and 
similar provisions of Subch. C, Ch. 1 of the 
1954 Code. 


614 


July, 1959 @ 


Benefits in Computing Tax Credit 


Another provision of H. R. 5 which 
will greatly facilitate tax planning is 
that which allows, in the determina- 
tion of the amount of the foreign tax 
credit, the use of either the existing 
“per-country” limitation or the “over- 
all” limitation, whichever will pro- 
duce the larger credit." 


This would eliminate the present 
necessity of planning steps to avoid 
loss of tax credits in situations where, 
due to operating in countries where 
the income tax rates are higher than 
52 per cent, it is desirable (if possible) 
to effect an “averaging” of such taxes 
with taxes levied at lower rates in 
other countries. 


Involuntary Conversions 


Another type of situation, in which 
the resulting tax burden could be very 
heavy and inequitable, has likewise 
been corrected by the Boggs bill. This 
has to do with situations where, due 
to local conditions, the United States 
parent company wishes to be the 
payee of insurance policies covering 
property owned by a subsidiary. 


Those operating in such countries 
are familiar with the reasons why this 
is highly desirable, if not practically 
essential. Under existing law, pro- 
ceeds received by the parent company 
in such a situation, even though rein- 
vested in similar property thereafter 
owned by the subsidiary, are taxable 
to the parent company in their entirety 
as ordinary income. This is so because 
the parent company has no cost to apply 
against the receipt of such proceeds 
and, hence, cannot claim that such 
proceeds are from the sale or disposi- 
tion of any asset owned by it. Under 


(Continued on page 632) 


* Sec. 921(b)(2). 

* Sec. 921(b)(2)(B). 
* Sec. 921(b)(2)(A). 
* Sec. 904(d). 


TAXES—The Tax Magazine 





TAX HAVENS 
By CARL R. SMITH 


The sophisticated taxpaying corporation will utilize every possible means of 
reducing its taxes, thereby increasing its income. Where the corporation 

has a substantial foreign trade, it will pay the corporation to investigate the 
feasibility of operating through foreign subsidiaries established 

in countries known as ‘‘tax havens."’ An introduction to these fertile fields 
available for harvesting tax savings is presented in this article, 

which is based upon the author's address before the 1958 Joint Tax Conference 
of the Illinois Society of Certified Public Accountants 

and the Illinois State Chamber of Commerce. He is a manager in the 

Chicago tax department of Peat, Marwick, Mitchell & Co. 


HE TERM “TAX HAVEN” has come into popular use during 

the past ten years, and may be broadly defined as a foreign coun- 
try which imposes little or no tax upon income or property, or cer- 
tain types of income or property. There are certain other attributes 
to be considered in the evaluation of a country or jurisdiction as a 
“tax haven,” and some of these will be discussed later. In order to 
understand the benefits which may be obtained from a tax haven, it 
is necessary first to review briefly some of the principles of our federal 
income tax law. . 


Principles of Federal Income Tax 


A United States citizen, including a corporation organized under 
the laws of any state, is subject to federal income tax on the entire 
annual net income from whatever source derived—and whether the 
income is from domestic or foreign activities—unless the type of in- 
come is exempted from tax by a specific statutory authority. Foreign 
income is subject to the full tax rates applicable to the taxpayer. 
Except in the case of blocked currency, it is immaterial as to whether 
or not the income has been brought into the United States or is left 
in a foreign country or reinvested in other properties. If the foreign 
country imposes an income tax upon the income earned therein, there 
is, generally speaking, a foreign tax credit allowed to the United States 
taxpayer, but not in excess of the United States tax imposed upon 
such income. There are a number of tax conventions or treaties en- 
tered into by the United States and various foreign countries which 
are designed to eliminate double taxation, to prevent tax evasion, and 
for other purposes, and which, in many instances, provide for a reduced 
rate of tax by one treaty party on income to a citizen or resident of the 
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other. In the case of a United States 
corporation operating in a foreign 
country through a branch, the entire 
branch income is subject annually to 
United States tax, and the only bene- 
ficiary of a reduction in the tax im- 
posed by the foreign country is the 
United States Treasury. For this and 
many other reasons, experience ad- 
vises generally that foreign business 
operations be conducted through for- 
eign corporations. 


Our federal income tax laws have 
always recognized as separate enti- 
ties corporations which have been 
created for the purpose of carrying 
on separate business activities even 
though the stock of one may be owned 
by another. The freedom of choice as 
to the form of organization for the 
conduct of business is inherent in our 
society, and has been given full recog- 


nition in our tax laws. This is true’ 


with respect to both domestic and 
foreign operations, except with re- 
spect to the foreign personal holding 
company, discussed hereinafter. In 
conformity with the recognition ac- 
corded to separate corporate entities, 
both domestic and foreign, the in- 
come of one is not taxed to the other 
except when dividends are paid. 


With respect to dividends from a 
domestic corporation, a domestic cor- 
poration is generally allowed a credit 
or deduction of 85 per cent of the 
dividend in the computation of its 
taxable income. With respect to divi- 
dends from a foreign corporation, the 
amount of such dividends are fully 
taxable to the United States stock- 
holder, whether an individual or a 
corporation. Against the amount of 
such tax there may be allowed a for- 
eign tax credit. Frequently the net 
United States tax on such dividend 
may be nominal or eliminated en- 
tirely because of such credit. Thus, 
the apparent burden of the United 
States tax on dividends from a for- 
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eign subsidiary corporation is not as 
heavy as it is sometimes understood 
to be. 


In Illustration 1 there is shown 
in columnar form three foreign oper- 
ations: a foreign branch and two 
subsidiaries. One subsidiary is in a 
country which has no income tax and 
the other is in one which imposes a 40 
per cent tax. The net after-tax income 
is paid as a dividend: The branch 
profits must be included gross, and 
a foreign tax credit is allowed. On 
$100,000 of income before tax in each 
operation, the United States corpo- 
ration realizes, after all taxes, in the 
case of the branch, $48,000. The same 
amount is realized after tax on the 
earnings of the subsidiary in a tax 
haven country; but $52,800 is real- 
ized net on the income of the sub- 
sidiary, which must pay a foreign tax 
of 40 per cent. In this situation, the 
beneficiary of the tax haven coun- 
try is not the parent company but 
the United States Treasury, which 
has collected $52,000 in tax. With 
respect to the branch, the United 
States Treasury collected $12,000, but 
with respect to the foreign subsidiary 
which paid a 40 per cent foreign tax, 
the United States Treasury got only 
$7,200. More significant, however, is 
the fact that the parent company, 
after all tax, realized $4,800 more 
from the latter situation than it did 
from the first two. 


It becomes apparent from the fore- 
going that the benefit to be derived 
from a tax haven for a foreign sub- 
sidiary does not stem from the pay- 
ment of ordinary dividends out of 
earnings. If the earnings are brought 
back, they must be brought back tax- 
free or at least as capital gains. The 
realization of tax-free income is virtu- 
ally impossible. Under capital gains, 
the Treasury will collect at least 25 
per cent—in this illustration $25,000, 
which is more than twice the collec- 
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ILLUSTRATION 1 


Comparison of Tax Consequences of Branch, Subsidiary in ‘‘Tax Free'’ Country 


and Subsidiary Subject to Tax 


Net income before tax . 
Foreign tax 


Net income after tax 


Income subject to U. S. tax (assumed full 


dividend) 


U. S. tax @ 52% 


Foreign tax credit 
Net U. S. tax 


Amount received 
Less U. S. tax 


Amount retained after tax ¥ 











Foreign 

Branch Subsidiary A Subsidiary B 

40% Tax No Tax 40% Tax 

... $100,000 $100,000 $100,000 
. 40,000 ol eee 40,000 
... 60,000 100,000 60,000 
100,000 100,000 60,000 
52,000 52,000 31,200 
40,000 24,000 
12,000 52,000 7,200 
60,000 100,000 60,000 
12,000 52,000 7,200 
... $ 48,000 $ 48,000 $ 52,800 








Snes 


tion from branch operations and three 
times that from a foreign subsidiary 
subject to a 40 per cent foreign tax. 
In the foregoing illustration, the 
maximum that the parent company 
could realize on a capital gain of 
$100,000 is $75,000, or an increment 
of $22,200. 


To obtain this further benefit, the 
subsidiary must operate in a foreign 
country which imposes little or no 
income tax, and the receipt of the 
income must be delayed until the 
foreign subsidiary is either sold or 
liquidated. 

In Illustration 1, the realization 
from the subsidiary subject to a 
foreign tax of 40 per cent is $52,800. 
The United States tax on the divi- 
dend. was $7,200. If the $60,000 net 
was received as a long-term capital 
gain, the tax cost would be increased 
to $15,000. It is thus apparent that 
delaying the receipt of the income to 
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some later date and the realization 
thereof as a capital gain actually in- 
creases the United States tax cost to 
the parent. In Illustration 2, there is 
shown in comparative form the net 
benefit or cost from capital gains 
treatment at rates varying from 10 
per cent through 50 per cent. The 
break-even point is about 25 per cent. 


Delay, however, is sometimes haz- 
ardous. The instability of govern- 
ments in various parts of the world, 
the incidence of currency restric- 
tions, economic reversals, expropri- 
ations and nationalizing of industries, 
the imposition of stringent controls 
over foreigners, language barriers and 
geographic distances are all factors 
to be considered in selecting the situs 
for the conduct of foreign operations. 


3ecause of these factors, attention 
has beén focused more recently’ on 
use of the tax haven as a basis for 
foreign operations. 
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Base Operations 


Unlike the United States, which 
imposes income tax on the income of 
a domestic corporation whether such 
income is earned at home or abroad, 
there are a number of foreign coun- 
tries which impose little or no income 
tax upon corporate earnings from 
abroad. There are even some which 
impose no income tax at all, whether 
the income is earned locally or abroad. 
If such country permits freedom of 
corporate action, permits free with- 
drawal of foreign currency at any 
time, offers no language or other bar- 
riers and has a reasonable assurance 
of stability, it may well be considered 
as an ideal base for foreign oper- 
ations. 


The simplest type of base oper- 
ation is for a United States domestic 


corporation to form a subsidiary cor- 
poration in the base country. The 
subsidiary, in turn, becomes a hold- 
ing company and owns the stock of 
other foreign corporations located in 
various countries throughout the 
world. Dividends from the other 
foreign corporations may be received 
annually or as frequently as their 
payment is permitted by the country 
in which located. Such tax-free in- 
come may then be invested in other 
foreign corporations or used for plant 
expansion or as loans to other affili- 
ates. It is obvious that much greater 
growth is permitted by use of tax- 
free dollars than can be accomplished 
by the 48 per cent left after United 
States tax. 


In Illustration 3, by computation 
there is shown that the allowable for- 





ILLUSTRATION 2 


Ilustration of Foreign Tax Credit at Various Foreign Tax Rates and Comparison of Cost 
of Ordinary Dividend v. Capital Gains 


Foreign Tax Rate 


10% 20% 30% 50% 
Net income before tax ...... $100,000 $100,000 $100,000 $100,000 
OS OOO TN SEE 10,000 20,000 30,000 50,000 
Net income after tax ........ 90,000 80,000 70,000 50,000 
Dividend to parent ......... 90,000 80,000 70,000 50,000 
U. S. tax @ 52% . 46,800 41,600 36,400 26,000 
Less: Foreign tax credit .. 9,000 16,000 21,000 25,000 
Pe Oy See. 37,800 25,600 15,400 1,000 
Retained after tax 52,200 54,400 54,600 49,000 
Alternate capital gain— 
long term .... 90,000 80,000 70,000 50,000 
Ra peee OG ces ee 22,500 20,000 17,500 12,500 
Retained after tax .... 67,500 60,000 52,500 37,500 
Benefit or (loss) from capital 
es Kis: agate 404 Lest $ 15,300 $ 5,600 ($ 2,100) ($ 11,500) 
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ILLUSTRATION 3 


Illustration of the Effect of Having a Foreign Subsidiary Operate as a 
Subsidiary of a Subsidiary * 


: Subsidiary A Subsidiary B Totals 
(1) Directly owned subsidiaries 


Income of company .............. $100,000 $100,000 
SR ee Dee 40,000 60,000 
Income after tax 6:0... 000 00: 60,000 40,000 
Dividend paid to parent ....... 60,000 40,000 $100,000 
U. S. tax to parent @ 52% ae 31,200 20,800 
Less foreign tax credit .......... 24,000 20,800 
eee: ter. nc. hredieint Pee 3 7,200 ees 7,200 
Net retained after tax ......... $ 92,800 
(2) Subsidiary B as a subsidiary of sub- 
sidiary A 
Faeome 06 Aoi 6 ia, ..... $100,000 
Dividend from B ....... . 40,000 
Total income of A ....... 140,000 
Tax paid by A....... ... 40,000 
Net income after tax ......... 100,000 
Dividend paid to parent $100,000 
Potential U. S. tax at 52% $ 52,000 
Less foreign tax credit: 
Income of A ......... 140,000 
Been A 8. os tts ae 40,000 
Pet anet tie). et fs 5 100,000 
Imputed tax on dividend” 
100/140 of $40,000 28,572 
Tax imputed on dividend 
Se os ae 24,000 
Total tax imputed ... “ 52,572 
Foreign tax credit limitation 52,000 


pe RR aR SR re ig 
Net retained after tax ...... 100,000 


Benefit from having B operate as 
peeene OE FR. nas: cae ASS. $ 7,200 





* Computed in accordance with Regs. Sec. 1.902-1(d)(1), adopted September 10, 1958, 
by T. D. 6310. 
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eign tax credit on a dividend from a 
foreign subsidiary may be materially 
increased if instead of being held di- 
rectly by the parent, it is operated 
as a subsidiary of another subsidiary. 
In this illustration, the allowable for- 
eign tax credit on $100,000 of divi- 
dend income is increased by $7,200 by 
this means. In this illustration, it is 
assumed that Subsidiary A pays no 
additional income tax upon receipt of 
the $40,000 dividend from Subsidiary 
B. This is in accordance with the 
usual situation as discussed herein- 
after. 


Methods of Expansion 


Before going further, it is advisable 
to consider how a United States do- 
mestic corporation normally expands 
into foreign countries. In the case of 
a manufacturer some of the produc- 
tion may be bought by foreign cus- 
tomers’ representatives for shipment 
abroad. Initial transactions may be 
negotiated locally, bills of sale be exe- 
cuted, title pass and payment be re- 


ceived at the time the goods are shipped. 
Such business is local in nature, and 
the goods belong to the customer 
before they are shipped abroad. 


The manufacturer may decide to 
exploit the foreign market by engag- 
ing manufacturers’ representatives to 
solicit business in foreign countries. 
Orders are received but sales terms 
may be f.o.b. point of shipment and 
sales are handled as local or domestic 
sales. Further growth may be encour- 
aged through the sending of salesmen 
into foreign countries and the stocking 
of inventories abroad, Inadvertently, 
branch operations may be established, 
and the United States domestic cor- 
poration is suddenly engaged in for- 
eign business activity in the foreign 
country. At this point, the United 
States manufacturer may find itself 
in a vise. Both the United States 
and the foreign country may claim 
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that the sales were consummated in 
the respective country, and both may 
impose an income tax. Further, the 
United States may not allow the for- 
eign tax as a credit on the ground 
that there is no foreign income, al- 
though a foreign tax may be imposed. 
If there is a tax convention with the 
United States and the foreign coun- 
try, this double tax situation may 
be avoided, but there are still many 
countries throughout the world with 
which we have no treaties. 


Prudence would dictate at this 
point, however, the advisability of 
creating a foreign subsidiary which 
would purchase the goods from the 
parent, ship it abroad, and sell it to 
the foreign market. 


Many factors may suggest the 
advisability of setting up a foreign 
manufacturing plant to produce the 
goods for foreign sale. Such goods 
may be produced for sale not only 
to customers in such foreign country 
but to customers in other foreign 
countries, or they may even be sold 
to customers in the United States. 


The income tax consequences of 
each of these business activities, both 
in the United States and in the re- 
spective foreign countries, depends 
upon technical interpretations as to 
how the transactions were effected. 


Since the tax aspect will vary de- 
pending upon the form of the corpo- 
rate entity which made the sale as 
well as upon the place of sale, it is 
axiomatic that care should be exer- 
cised in selecting the entity and in 
casting the form of the transaction. 
This is applicable for both United 
States and foreign tax considerations. 


Rationale for Expansion 


“Tt doesn’t mean anything to us,” 
is frequently the immediate response 
of an officer of a medium-sized manu- 
facturing company, when he hears 
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someone discuss “tax havens.” Let’s 
look at the facts a little closer. Sup- 
pose a specific company has annual net 
income before tax between $500,000 
and $1 million, that 10 per cent of 
their production finds its way into 
foreign markets, say in Canada and 
Mexico and other Latin-American 
countries, and that the net profit an- 
nually is $50,000 from such sales. 


Let us assume the gross sales for 
export are $500,000 and that in the 
past such sales have been handled 
through manufacturers’ representa- 
tives in foreign countries, or through 
buyers’ agents in Chicago. Such sales 
may be handled entirely as local do- 
mestic sales, and subjected to the 
annual corporate tax rates. 


Such manufacturing company could 
conceivably create, at a nominal cost 
and no inconvenience, a Panamanian 
wholly owned subsidiary corporation 
to handle all foreign sales. The sub- 
sidiary would purchase the manufac- 
tured article from the parent at, say, 
slightly above cost. It would negoti- 
ate all sales for export and would 
arrange for title to pass outside the 
United States. The $50,000 annual 
profit would not be subject to United 
States federal income tax, and there 
would be no foreign income tax. Over 
a ten-year period, $500,000 would be 
accumulated tax-free. At the end of 
ten years the company is liquidated 
and a capital gains tax of $125,000 is 
incurred. Through the use of a for- 
eign sales corporation in a tax haven 
country the company has increased 


its net profit after tax by $135,000. 


A foreign corporation is not sub- 
ject to United States federal income 
tax if it merely purchases goods in 
the United States for export and sale 
to customers outside of the United 
States. This is true whether the stock 
of such company is held by nonresi- 
dent foreign stockholders or by resi- 
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dent stockholders, or if the company 
is a subsidiary of a United States 
domestic corporation. 


The crucial question in such in- 
stance is whether or not the sale takes 
place outside of the United States. 


The same rule applies with respect 
to a foreign corporation, not other- 
wise engaged in business in the United 
States, which manufactures or pur- 
chases a product outside of the United 
States and which sells the merchan- 
dise to customers who are located in 
the United States. Such a corporation 
is not subject to United States fed- 
eral income tax if the sale of the mer- 
chandise takes place outside of the 
United States. Again, it is immaterial 
as to whether the corporate stock is 
held by nonresident foreign stockhold- 
ers, by resident stockholders or by a 
United States domestic corporation. 


It is not possible within our limits 
to go into the technical determina~ 
tions as to whether a sale is made 
within or without the United States. 
The history of the passage-of-title 
doctrine in connection with foreign 
business income has been thoroughly 
reviewed by Dwight Hightower in 
an article published in TAxEs in June, 
1957. In his concluding remarks, Mr. 
Hightower states: 


“Whether American business is 
drawn into foreign markets or in- 
duced through tax incentive, the 
major current tax problem to face 
is a possible controversy with the 
Commissioner over the passage-of- 
title test. 


“The practical solution to this prob- 
lem, which the Commissioner may 
raise in his attempt to apply G. C. M. 
25131, is found in the foreign trade 
subsidiary complying not only with 
the passage-of-title rule, but also see- 
ing to it that foreign business is 
negotiated abroad, that orders are 
accepted abroad, that collections are 
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effected abroad, and that stock of 
goods are warehoused abroad. Of 
course, it is fundamental that a for- 
eign subsidiary carry on the maxi- 
mum business possible within the 
country of incorporation.” 


Western Hemisphere Trade Corporations 

Brief mention should be made with 
respect to Western Hemisphere Trade 
Corporations. Section 921 of the 1954 
Code defines such a corporation as a 
domestic corporation “all of whose 
business (other than incidental pur- 
chases) is done in any country or 
countries in North, Central, or South 
America, or in the West Indies .. . 
if 95 percent or more of the gross 
income ... for the 3-year period im- 
mediately preceding the close of the 
taxable year ... was derived from 
sources without the United States ;” 
and if 90 per cent or more of its gross 
income for such period was derived 
from the active conduct of a trade or 
business. 


Such corporation has a reduced tax 
liability, and at the current rate it 
cannot exceed 38 per cent. 


The favored treatment to such a 
trade corporation was first provided 
by Section 109 of the 1939 Code, 
which was added by Section 141 of 
the 1942 act, effective with years 
beginning after December 31, 1941. 


The purpose, of course, was to 
provide a tax incentive for the pro- 
motion of United States trade in the 
Western Hemisphere. 


The usual form of procedure has 
been for a United States domestic 
manufacturing corporation to create 
a domestic subsidiary which purchases 
goods from the parent corporation 
and, in turn, sells them to customers 
in the Western Hemisphere. 


Such a corporation must be pre- 
pared to establish that it actively con- 
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ducted a trade or business and that 
its gross income was derived from 
sources without the United States 
but within the Western Hemisphere. 
The gross income within and with- 
out the United States is determined 
as provided in Sections 861-864. 


As to the source of gross income 
being without the United States, a 
Western Hemisphere Trade Corpo- 
ration is subject to the same rules as 
a foreign corporation, and it will not 
be accorded the benefits of reduced 
tax rates if title to merchandise sold 
is found to pass to the buyer in the 
United States. 


To avoid controversy with the 
Commissioner, the practical solution 
for the Western Hemisphere Trade 
Corporation is to see to it that “for- 
eign business is negotiated abroad, 
that orders are accepted abroad, that 
collections are effected abroad, and 
that stock of goods are warehoused 
abroad.” 

The difficulty in complying with the 
above recommendations is that the 
Western Hemisphere Trade Corpo- 
ration might then find itself subjected 
to a foreign income tax. The logical 
answer is then to center its activities 
in a tax haven country. 

It should be noted, in this con- 
nection, that there is no prohibition 
against a Western Hemisphere Trade 
Corporation making sales to custom- 
ers located in Europe or anywhere 
else outside the Western Hemisphere 
so long as the sales are made and 
consummated in the Western Hemi- 
sphere. 


contains 


Regulations 81.921-1(b) 
the following illustration: 


“X, a domestic corporation, oper- 
ates a mine in South America and 
ships its products to England. The 
fact that X retains title to such goods 
until acceptance of the bill of lading 
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ILLUSTRATION 4 


Illustration of the Difference Between a Western Hemisphere Trade 
Corporation and a Foreign Subsidiary 


Net income before tax 
Tax on income . 


Net income after tax 


Dividend paid to parent . 
U. S. tax rate 
U. S. 


tax 


Foreign 
Subsidiary 


$100,000.00 
32,500,007 


W.H. T.C. 
$100,000.00 
32,500.00* 





67,500.00 67 500.00 





67,500.00 
78% 
5,265.00 


67,500.00 
52% 
35,100.00 


Less: Foreign tax credit 


675/1000 of $32,500. 
Net U. S. tax on dividend . 


Net retained after tax .. 


* Computed at 1958 rates—52% less $5,500, after 


21,937.50 





5,265.00 13,162.50 





$ 62,235.00 


$ 54,337.50 


special Western 


Hemisphere Trade Corporation deduction of 26.923%. 
+ Foreign tax assumed to be equal to United States effective tax. 


and draft, solely in order to insure 
collection, will not cause X to be con- 
sidered as carrying on business out- 
side the Western Hemisphere, since 
such passing of title is merely an 
incidental economic contact outside 
the Western Hemisphere.” 

It may be noted that this regula- 
tion appears somewhat at variance 
with the passage-of-title doctrine. 

In Illustration 4, there is shown in 
columnar form the net retention by 
a United States parent corporation 
which uses a Western Hemisphere 
Trade Corporation as a subsidiary to 
handle its foreign sales. On $100,000, 
the parent itself would retain $48,000. 
Through a foreign subsidiary, paying 
the same tax as the Western Hemi- 
sphere Trade Corporation, the reten- 
tion is increased by over $6,000 to 
$54,297.50, whereas through a West- 
ern Hemisphere Trade Corporation 
subsidiary the retention after tax to 
the parent jumps to $62,235. 


Tax Havens 


Popularity of Tax Haven Countries 


I am sure that long before now 
most of you have heard of a number 
of countries described as ideal tax 
havens. In the Western Hemisphere 
the term has been ascribed to Canada, 
3ermuda, the Bahamas, Honduras, 
Venezuela, Panama, the Netherlands 
Antilles, and elsewhere. In Europe 
the term has been applied to Switzer- 
land and Leichtenstein, and in Africa 
it has been applied to Liberia. 

Time does not permit our review- 
ing the specific attributes of each of 
these as well as numerous other 
countries to which the term has been 
ascribed. Most of them have certain 
attributes in common, and a few of 
these may be mentioned. The most 
common features are: (1) ease of 
incorporation of a business; (2) ease 
of qualifying a foreign corporation; 
(3) freedom from taxation of divi- 
dends or interest from corporations 
located in other countries and not 
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doing business in the tax haven coun- 
try; (4) in varying degrees, lack of 
currency restrictions; and (5) also, in 
varying degrees, freedom from. in- 
come taxation on trading profits from 
the sale of merchandise purchased in 
one country and sold to customers in 
another country. 


No Tax on Dividends; 
Physical Goods Test 

From an income tax point of view, 
the most important favorable factors, 
short of no income tax at all, are the 
absence of income tax on dividends 
and the application of the physical 
goods test in determining whether 
trading profits are subject to tax. 


In practically all of the tax haven 
countries, trading profits are not sub- 
ject to income tax where merchandise 
is purchased in one country and sold 
to customers in another country if the 
merchandise in fact does not enter 
the tax haven country itself. Such 
countries do not follow the passage- 
of-title doctrine, and, thus, contracts 
of sale may be negotiated for title to 
pass in the tax haven country, and 
call for payment of merchandise in 
such country, without the creation of 
taxable income. 


As we have noted earlier, the United 
States has long followed the passage- 
of-title test, rather than the physical 
goods test. 


Such countries, thus, offer ideal tax 
haven features to a United States 
manufacturing or trading corporation 
which wants to expand into foreign 
markets. 


The United States manufacturing 
or trading corporation can organize 
a wholly owned subsidiary in one of 
the tax haven countries. The subsidi- 
ary may then purchase merchandise 
from the parent corporation or other 
sources in the United States, take 
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title to the merchandise in the United 
States, and export the merchandise 
abroad to customers in other coun- 
tries. The foreign sales may be ar- 
ranged for title to pass in the tax 
haven country, payment may be made 
in such country and deposited in 
banks there, and except for sales to 
customers in the tax haven country 
itself, the entire trading profit may 
be tax-free. 


Foreign Manufacture 


Many countries have heavy import 
duties as well as other restrictions 
upon the shipping of goods therein, 
particularly if they have the raw 
materials and facilities for local manu- 
facture. Thus, frequently, United States 
manufacturers find it profitable, if not 
indeed necessary, to construct plants 
abroad for the manufacture of their 
products for sale in foreign markets. 
Experience generally dictates that such 
operations be conducted by a foreign 
subsidiary instead of through branch 
operations, 


Careful analysis of foreign taxation 
may indicate that it is advantageous 
to have the capital stock of the for- 
eign manufacturing subsidiary owned 
by a subsidiary located in a tax haven 
country instead of having the sub- 
sidiary directly owned by the United 
States parent corporation. This may 
be particularly true if the foreign 
country where manufacturing oper- 
ations are conducted has a low in- 
come tax, but the uncertainties of 
government stability or currency 
make it advisable to withdraw profits 
as quickly as possible. The earnings 
may be withdrawn tax-free in the 
form of dividends into the tax haven 
country for further use or expansion 
elsewhere. 


Tax Incentives for Economic Development 
Most of the advantages thus far 
mentioned result from the funda- 
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mental differences between the United 
States and other countries on the 
taxation of dividend income and the 
determination as to where trading 
profits are to be taxed. 


However, in recent years, a num- 
ber of countries have offered income 
tax exemption as a means of attract- 
ing capital and industry for the 
purpose of assisting in the economic 
development of the country. 


Thus, Canada, as a means of at- 
tracting United States capital in- 
vestment in Canadian industry has 
provided special tax advantages to 
what is known as the nonresident 
owned investment corporation. 


Mexico provides a so-called “tax 
holiday” up to ten years for those 
who will engage in certain industrial 
and mining development programs. 


Honduras, likewise, authorizes the 
granting of income tax exemption to 
those who establish certain businesses 
certified by the government as being 
of assistance in the development and 
exploitation of certain resources. 


Even the Bahamas, which, as noted 
hereinafter, have never had an income 
tax, have created a free-port develop- 
ment, to attract United States indus- 
try, and offers an inducement in the 
form of a guaranteed income tax 
exemption of 30 years. 


The publicity campaigns conducted 
by the various governments to create 
interest in the advantages of tax ex- 
emption granted to those who invest 
in their economic development pro- 
grams have, of course, created rather 
widespread interest in the possibility 
of substantial tax savings in careful 
planning and operation of foreign 
business activities of every kind. 


Tax Exemption in Puerto Rico 


You are all familiar with the fact 
that Puerto Rico is a possession of 
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the United States and, therefore, our 
federal statutes are equally applicable 
therein unless specifically limited. Sec- 
tions 931-934 of the Internal Revenue 
Code provide several special rules 
with respect to federal income tax on 
income from Puerto Rico and the 
taxation of residents of Puerto Rico. 


Under Section 931, a United States 
domestic corporation which receives 
80 per cent or more of its income 
from sources within a possession of 
the United States is exempt from 
federal income tax if 50 per cent or 
more of the gross income was derived 
from the active conduct of a trade or 
business within a possession. 


The Puerto Rican income tax on 
corporations is a 20 per cent normal 
tax plus a surtax which graduates to 
20 per cent at $100,000. The maxi- 
mum tax is therefore at a 40 per cent 
rate. However, our attention here 
is directed briefly to the advantages 
which are offered by the “Puerto Rico 
Industrial Incentive Act of 1954.” 


Under this act, the government is 
authorized to grant income tax ex- 
emption for a term of ten years to 
anyone who will establish and oper- 
ate in Puerto Rico a new industrial 
unit for the manufacture of certain 
products. 


The types of business eligible for 
such exemption are (1) the produc- 
tion on a commercial scale in Puerto 
Rico of any manufactured product 
which was not produced in Puerto 
Rico on a commercial scale on Janu- 
ary 2, 1947, and for which there were 
no production facilities capable of 
production of the product on a com- 
mercial scale; and (2) any industrial 
unit established after January 1, 1954, 
for the production of any designated 
article—of which some 33 different 
articles are listed ranging from arti- 
ficial flowers, baseballs, bed springs, 
candy, hosiery, gloves, shoes and soap 
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through tinwear, water and oil paints 
and wearing apparel. 


In addition to exemption from in- 
come tax, a new industrial unit is 
granted exemption from _ property 
taxes, licenses and other taxes. 


It is essential that substantial manu- 
facturing operations be conducted, as 
the purpose is to employ local labor. 
Raw materials and machinery may be 
imported, and the finished products 
may be exported for use elsewhere. 


A United States domestic corpo- 
ration, exempt from United States 
tax under Section 931 may be formed 
as a wholly owned subsidiary. Under 
the Puerto Rico Industrial Incentive 
Act, such a corporation under a tax 
exemption certificate, thus, may be 
totally exempt from income tax for a 
period of ten years. The act further 
specifically permits such a corporation 
to liquidate tax-free into its United 
States parent corporation at the end 
of the tax exemption period. Such 
liquidation is also tax-free under 
Section 332 of the Internal Revenue 
Code, and it does not require a prior 
approval from the Commissioner of 
Internal Revenue under Section 367. 


The products manufactured in Puerto 
Rico by the Section 931 subsidiary 
may be sold by it to the parent cor- 
poration and brought back into the 
United States for sale on the United 
States market. Care must be made 
to have the sale made and title pass 
in Puerto Rico so that the gross in- 
come is in Puerto Rico, in order not 
to lose the exemption from United 
States income tax. Of course, the 


products may be used for export to 
foreign markets, but, again, it is es- 


sential that sales be consummated 
and title pass in Puerto Rico. 


This whole area of favored tax 
treatment is fostered and encouraged 


by the United States government and 
the Puerto Rican government. While 
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it has received a fair amount of pub- 
licity, the full advantages have per- 
haps not yet been fully realized. 


If a United States citizen forms a 
corporation under the laws of Puerto 
Rico (not a Section 931 corporation) 
the corporation can accumulate its 
earnings tax-free up to ten years, and 
if such person takes up bona fide resi- 
dence in Puerto Rico for a period of 
two years, he can liquidate the corpo- 
ration and receive all the earnings for 
the first seven years tax-free in a lump 
sum. Such amount is totally tax-free 
both from Puerto Rican and United 
States taxes. 


The Bahamas as Tax Haven 


The Bahamas have no income tax 
either on individuals or corporations 
nor has there ever been an income tax. 


The islands, which are part of the 
British West Indies, have their own 
local government. In point of dis- 
tance, they are, by air, approximately 
50 minutes travel from Miami. 


Corporate activities may be under 
a Bahamian charter or a foreign char- 
ter. A domestic charter is easily ob- 
tained at nominal cost. Residence is 
not required for either stockholders, 
directors or officers, nor for stock- 
holders’ or directors’ meetings. 


Because it is part of the sterling 
area, an agreement in specific terms 
should be obtained from the exchange 
control to permit repatriation of Ameri- 
can dollars whenever required. How- 
ever, foreign sales may be made for 
remittance in United States dollars, 
which may be deposited with local 
branches of United States and Ca- 
nadian banks and transferred to 
accounts in the United States or 
Canadian banks. 


Because a foreign corporation has 
less currency restriction than a Ba- 
hamian corporation, it is frequently 
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considered advisable to use the Ba- 
hamas as a home or residence for a 
corporation organized in another tax 
haven country such as Panama, Li- 
beria or Venezuela. This is particu- 
larly true where the corporation 
operates on a world-wide basis, as the 
use of a Bahamian corporation in such 
manner is usually inappropriate. 


Recent legislation has been passed 
to encourage the physical location in 
the Bahamas of industries as distinct 
from “paper corporations,” which have 
merely a representative there. These 
inducements are (1) contractual ex- 
emption from income tax for ten years 
(which is academic so long as there 
is no income tax anyway); (2) exemp- 
tion from import duties on plant and 
machinery; (3) a rebate on import 
duties on raw materials when the 
finished product is exported. 


A free-port area is under develop- 
ment for the location of industry, 
which grants tax exemption for 30 
years. This area is suitable primarily 


for large industries. 


Panama as Tax Haven 

Incorporation in Panama is prob- 
ably equally as easy as in the Bahamas. 
Panama has a corporation income tax, 
but it is imposed only on income real- 
ized from business within Panama. A 
Panama corporation with an office 
and employees in Panama does not 
pay an income tax in Panama if the 
office merely directs purchases and 
sales in which title to the merchan- 
dise passes in Panama, or if receipt 
of payment from a subsequent sale 
is collected in Panama. Dividends 
are not taxed in Panama, no matter 
from where derived. 


As a rule, all business is transacted 
in United States dollars and all bank 
accounts in Panama are maintained 
in “legal money of the United States 
of America.” There are no exchange 
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restrictions. A number of large New 
York banks maintain branches in 
Panama. 


In the Colén Free Zone there is 
offered a tax-free benefit to business 
activity. Goods may be shipped in, 
warehoused, processed and reshipped 
without payment of any duties. 


Panama follows the physical goods 
test in determining source of income. 
Thus, if goods never reach Panama 
there is no income subject to tax even 
though the contract terms call for 
passage of title in Panama. However, 
goods actually shipped into Panama 
and resold for export is taxed in 
Panama. Because of this, and in order 
to make the country more attractive 
as a world trade center, the law was 
changed, effective January 1, 1958, 
granting a 90 per cent discount in the 
income tax on all profits earned on 
re-export shipments. The effect of 
this is to make the top tax on up to 
$1 million of trading profit from re- 
export shipments about $30,000. 


This change is particularly attrac- 
tive to those companies whose over- 
seas operations are of such nature 
that the United States Treasury De- 
partment may require visible substance 
as to the proof of the conduct of 
business outside the United States. 


Thus, a United States-owned com- 
pany incorporated in Panama, but 
conducting its business outside both 
Panama and the United States, can 
accumulate its earnings free of cur- 
rent taxation by either the United 
States or Panama indefinitely. Even 
if the proceeds are eventually returned 
to the United States subject to a tax 
levy, the timing of such return is left 
to the owner’s discretion. 


Canada as Tax Haven 


The Canadian Income Tax Act, in 
Sections 70 and 71, provides special 
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tax treatment for two types of activity 
which offer special tax considerations 
for the United States taxpayer. These 
relate to nonresident-owned invest- 
ment companies and foreign business 
corporations. 


Nonresident-Owned Investment 
Companies 

A company which qualifies under 
Section 70 is subject to a reduced rate 
of taxation, after an initial election 
which it has not revoked, of 15 per 
cent on its investment income, that 
is, income from dividends, interest 
and rents (capital gains are exempt), 
rather than the regular rate of 49 per 
cent on its income which excludes 
dividend income from taxable Cana- 
dian corporations and capital gains. 

The purpose of this section is to 
encourage foreign investment in Ca- 
nadian enterprises. 

The qualifying factors are: 

(1) The corporation must be a Ca- 
nadian corporation, 

(2) Ninety-five per cent of its stock 
and indebtedness must be owned 
directly or indirectly by nonresident 
persons, or corporations whose own- 
ers are nonresidents. 


(3) Its income must be from in- 
vestments in stocks, bonds or mort- 
gages, from lending money or from 
rents, dividends, and the like. 

(4) However, not more than 10 per 
cent of its income can be from rents, 
and its business must not be pri- 
marily making loans or dealing in 
obligations. 

Dividends and interest paid by such 
corporations are not subject to with- 
holding tax or other tax in Canada 
when paid to nonresident owners. 

The corporation is not subject to 
tax on improper accumulated earnings. 

In practice, it appears that some 
companies which could qualify under 
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this section do not pay dividends, but 
instead will redeem a holder’s share 
at book value when offered by the 
holder. At such time, the holder will 
not be subject to any Canadian tax on 
the portion of the redemption price 
which represents accumulated earn- 
ings, if the company has always quali- 
fied as a nonresident-owned invest- 
ment company and has elected to be 
taxed under Section 70. If the com- 
pany has qualified but did not elect, 
the holder will be subject to a 15 per 
cent withholding tax. 


Thus, a United States citizen who 
invests $100,000 may hold his stock 
for a number of years, and sell it to 
the company when the book value is 
$1,100,000. In the first instance, on 
the $1 million increment he will owe 
$250,000 capital gains tax in the United 
States, retaining $750,000 of the incre- 
ment. In the latter instance, he will 
owe a Canadian tax of $150,000, in 
addition to the United States capital 
gains tax of $250,000 with no foreign 
tax credit, retaining $600,000 of the 


increment. 


Foreign Business Corporations 

Under Section 71, no Canadian in- 
come tax is imposed if the following 
conditions are met: 


(1) The company has a Canadian 
charter. 

(2) All of its income is from the 
conduct of business outside Canada 
—but does not materially derive from 
the operation of ships or aircraft. 

The capital stock of a foreign busi- 
ness corporation may be held by Ca- 
nadian citizens and residents, or it 
may be owned by nonresidents. The 
corporation may own the stock of 
other corporations whose business is 
conducted outside of Canada. 


It appears that such a corporation 
could be a wholly owned subsidiary 
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of a United States corporation, could 
be operated as a base corporation or 
holding company owning the stock of 
other foreign corporations not carry- 
ing on business in Canada and could 
receive their dividends tax-free, ac- 
cumulate such income and make ad- 
ditional investments in other foreign 
operations. 


Ordinary dividends paid by it would 
be subject to a withholding tax of 
5 per cent. 

It could ultimately sell all of its 
investments and liquidate, and there 
would be a Canadian tax of 5 per cent 
on the accumulated earnings distributed 
to the shareholders. The proceeds 
would be taxable as capital gains to 
the United States parent corporation. 


[Editor’s note: As we go to press, 
the Canadian Parliament is consider- 
ing a series of amendments to the 
Canadian Income Tax Act. Among 
these is an amendment to Section 71 
that would cut off the formation of 
additional foreign business corpora- 
tions as of April 9, 1959.] 


Liberia as Tax Haven 


Ease of incorporation in Liberia is 
about the same as the Bahamas or 
Panama. English is the language of 
the country, and the American dollar 
is the monetary unit. There are no 
currency exchange restrictions. 


Taxation 


There is a 25 per cent income tax 
on domestic corporations which is 
waived if two conditions are met: 


(1) More than 50 per cent of the 
corporate stock is owned by foreigners. 


(2) The income is from sources 
outside Liberia. 


At this time, there appears to be 
scant authority as to the determi- 
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nation of whether income is from 
sources within or without Liberia. 
Probably, United States rules would 
be applicable, so that in case of a sale 
of merchandise, the passage-of-title 
test would probably be determinative. 


Liberia appears to offer most ad- 
vantage as a base for a holding com- 
pany. 


Honduras as Tax Haven 


Here again, there is great ease of 
incorporation and operation of a cor- 
poration. 


Taxation 


Honduras has an income tax which 
graduates up to 30 per cent. How- 
ever, there is no tax on a corporation 
the stock of which is foreign-owned, 
and the income of which is earned 
outside of Honduras. There are no 
currency restrictions, and dividends 
may be taken out at any time. 


Honduras is considered to offer 
most advantage as a base for holding- 
company operations. 

As for location of industry there, if 
the new activity is approved by the 
government as vital to economic 
development, tax exemption may be 
obtained for a period up to 30 years. 


Foreign Personal Holding Companies 


It has been noted throughout this 
review that one of the principal ad- 
vantages of a tax haven country is 
the use of a foreign corporation as a 
holding company to receive dividend 
income from other foreign corpora- 
tions. 


In this connection, care should be 
exercised in order not to set up, 
through inadvertence, a foreign per- 
sonal holding company under Sec- 
tions 551-558 of the Internal Revenue 
Code. Two conditions must be met 
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before a foreign corporation becomes 
a foreign personal holding company. 
These tests relate to gross income 
and stock ownership. If, in any year, 
60 per cent or more of the gross in- 
come is from dividends, interest, rents, 
royalties or gains from sale of securi- 
ties, it has personal holding income. 
If, at any time during the year, more 
than 50 per cent in value of the out- 
standing stock is owned directly or 
indirectly by five or fewer individuals 
who are citizens or residents of the 
United States, then, for such year the 
company is a foreign personal hold- 
ing company. 

Stock held by a corporation is im- 
puted to the shareholders. Thus, if 
the stock of a domestic commercial 
company is held directly by a few 
individuals, and such corporation is 
the parent of a foreign corporation 
which has only investment income, 
the foreign subsidiary may be a for- 
eign personal holding company. In 
such an event no accumulation of 
earnings could be made free of United 
States tax in a tax haven country. 


Under Section 551, the income of a 
foreign personal holding company is 
imputed to the shareholders thereof 
as if they had in fact received a divi- 
dend of their proportionate share of 
the income. 

This is the only area wherein a 
closely held United States corpora- 
tion is required to exercise greater 
care in the planning of its foreign oper- 
ations than is required of corpora- 
tions whose stocks were widely held. 


Problems in Reorganizing 
Business Activities 


In connection with United States 
domestic business activities, we have 
relative ease in the realignment of eco- 
nomic activities. Under Section 351, 
new corporations, either subsidiaries 
or jointly or variously owned, may 
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be created tax-free; under Section 
332, 80-per-cent-owned subsidiaries 
may be liquidated tax-free; and un- 
der Section 361 reorganizations, there 
may be mergers, consolidations, cor- 
porate organizations, split-ups, spin- 
offs, and the like—all tax-free. Under 
Section 118, property may be con- 
tributed tax-free as paid in surplus. 


The realignment of business activi- 
ties where foreign corporations are 
involved is not so easy. Under Sec- 
tion 367, the Code provides: “In 
determining the extent to which gain 
shall be recognized in the case of any 
of the exchanges described in section 
332, 351, 354, 355, or 361, a foreign 
corporation shall not be considered 
as a corporation unless, before such 
exchange, it has been established to 
the satisfaction of the Secretary or 
his delegate that such exchange is 
not in pursuance of a plan having 
as one of its principal purposes the 
avoidance of Federal income taxes. 
... (Italics supplied.) 


Thus, if it is desired to create a 
foreign corporation by transferring 
appreciated assets to it in exchange 
for stock, the gain will not be exempt 
from tax unless a prior favorable 
ruling is obtained from the Commis- 
sioner of Internal Revenue. Generally 
speaking, in the creation of a corpo- 
ration in a tax haven country it will 
be advisable to pay cash to the new 
corporation for its stock in order to 
avoid a tax problem. Similarly, the 
merger of two foreign corporations 
may result in taxable gain to the 
United States stockholder even though 
both corporations are subsidiaries of 
a domestic corporation. Likewise, the 
transfer of a foreign corporation’s 
stock, by a United States parent cor- 
poration or individual stockholders, 
to another corporation (which is ac- 
quiring control of the foreign corpora- 
tion) for the “acquiring” corporation’s 
stock may be taxable, notwithstand- 
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ing Section 368(a)(1)(B) of the In- 
ternal Revenue Code, unless a favorable 
ruling is obtained. 


Similar difficulties are met in the 
utilization of a tax haven corporation 
as a holding company for the stock 
of other foreign corporations. A tax 
haven subsidiary may be created by 
paying in cash for its capital stock. 
It may be desirable to transfer to 
such subsidiary the capital stock of 
other foreign subsidiaries as paid-in 
capital. This may be extremely costly. 


Section 1491 imposes an excise tax 
on the transfer of stock or securities 
—by a citizen or resident of the 
United States, by a domestic corpo- 
ration or partnership or by a trust 
which is not a foreign trust—to a 
foreign corporation as paid-in surplus 
or as a contribution to capital, or to 
a foreign trust or into a foreign part- 
nership. The rate is 27% per cent of 
the excess of the value thereof over 
its basis in the hands of the transferor. 


This 27% per cent excise tax may 
be avoided if a ruling is obtained from 
the Commissioner that the transfer is 
not in pursuance of a plan having 
as one of its principal purposes the 
avoidance of federal income tax. 


In general, it may be stated that 
if the purpose of realignment of for- 
eign operations is for the purpose of 
reducing foreign taxes, the Commis- 
sioner is not likely to issue any favor- 
able rulings, particularly if the effect 
is to put a company within the bene- 
fits obtainable in a tax-base country. 


It is axiomatic that great care must 
be given in the first instance in setting 
up your foreign operations. If, subse- 
quently, you don’t like what you have, 
the Commissioner of Internal Reve- 
nue is unlikely to help you out with 
favorable rulings when you want to 
shift from one base to another, or 
from one corporate setup to another. 


Tax Havens 


While there is great freedom of 
selection in the first instance, subse- 
quent shifting may be costly if there 
are unrealized gains which may be 
taxed. 


Conclusion 


The role of United States industry 
in international commerce is increas- 
ing at a tremendous pace annually, 
and it is evidenced everywhere by a 
marked improvement in the standard 
of living. Profits, of course, are the 
motivation behind every business ex- 
pansion, both at home and abroad; and 
by this, we should mean, of course, 
profits after taxes. How much tax 
are you going to pay on your foreign 
business profits; to whom are you 
going to pay them, and when? These 
questions are important to both large 
and small business. 


Freedom of choice both at home 
and abroad is permitted to both large 
and small as to the form of the busi- 
ness entity, the place of the business 
transaction and the use to which the 
profits are employed whether retained 
abroad for expansion or brought home 
for use or distribution as dividends. 


The impact of taxes upon foreign 
income is dependent entirely upon 
the form, the manner and the place 
the businessman selects for the con- 
duct of his business. 


It has been my purpose to empha- 
size this fact by means of the fore- 
going comments, and to point out to 
those of you who were perhaps only 
dimly aware of their existence, as well 
as to remind others of you who have 
had prior experience, that in the jungle 
of taxation, there exists throughout 
the world, available to you at your 
choice, a number of favored areas of 
operation, which have become known 
colloquially as “tax havens.” 


[The End] 
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HOW TO PLAN OVERSEAS OPERATIONS IF THE BOGGS BILL 
IS ENACTED—Continued from page 614 


the proposed provision in H. R. 5,"* 
the receipt of such proceeds by the 
United States parent would not be 
taxable to it provided that the money 
was reinvested in similar property 
thereafter owned by the subsidiary. 
This will protect the United States 
corporation in the event of the receipt 
of proceeds of casualty losses of prop- 
erty in such circumstances and relieve 
the existing burden of the tax counsel, 
although there is believed to be, un- 
der existing law, at least one means 
of achieving approximately the same 
result. 


Tax Credit 
for ‘‘Forgiven"’ Foreign Tax 


Finally, one of the great planning 
opportunities for obtaining both busi- 
ness and tax benefits is offered by the 
provision *® in the Boggs bill which 
would allow United States taxpayers 
—during a maximum period of ten 
years—credit for foreign income taxes 
“forgiven” by the government of a 
foreign country as an inducement to 
render technical, engineering, or like 
services, or to actively conduct a trade 
or business in such country, provided 
the facts as to such forgiveness are 
certified by our Secretary of State (or 
his delegate). 


This so-called “tax-sparing” pro- 
vision is essential to remove the ob- 
stacle which presently deters foreign 
governments from giving United States 
business adequate and effective tax 
incentives sufficient to justify the risk 
in investing money, time and know- 
how in new enterprises in less-de- 
veloped countries. Under existing 
law, taxes so “forgiven” by the foreign 


lected from the United States taxpayer 
by the United States Treasury, thus 
depriving the taxpayer of any net tax 
benefit as a result of the incentive 
sought to be extended by the foreign 
government. 


This provision would benefit tax- 
payers without any actual loss of 
revenue to the Treasury, inasmuch as 
it would collect as much tax from the 
taxpayer as if the foreign tax had not 
been forgiven by the foreign govern- 
ment. 


Conclusion 


In conclusion, it might be men- 
tioned that there is nothing in H. R. 
5 which would result in any different 
method of determining the source of 
income or place of sale of goods, 
whether produced in the United States 
by the parent company or by an af- 
filiate of the taxable entity making the 
sale, or otherwise acquired. 


It is not believed that there is 
anything in the Boggs bill or its legisla- 
tive history to date which would indi- 
cate that any different rules would be 
applicable with respect to the neces- 
sity of “substance” in the case of a 
“Foreign Business Corporation” or 
an “International Trade Corporation” 
than are applicable to domestic and 
foreign corporations under existing 
law. Hence, the problems of “source 
of income” (that is, “place of sale’’) 
and of “substance” will still confront 
the tax counsel. 


One last word—it will still be worth- 
while to plan entirely to avoid the 
United States corporation tax on in- 
come from abroad, whenever possible. 





government are sooner or later col- [The End] 
* Sec. 1033(g). * Sec. 903. 
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The Disproportionate Redemption 


Formula 
By PEERY PRICE 


This article proves that there is more than one way to do things, even 
complicated calculations like those required by Code Section 302(b)(2). 
A distribution in redemption of stock is in exchange 

for the stock if the redemption is not essentially equivalent to a dividend. 
A distribution is substantially disproportionate if the ratio of a 
shareholder's stock after the redemption to all the voting stock is less 
than 80 per cent of the ratio of the voting stock he owned immediately 
before the redemption to the entire voting stock. 

To determine this, we turn to mathematical formulas. Mr. Price is 

a member of the Los Angeles law firm of Mitchell, Silberberg & Knupp. 


N THE MAY ISSUE of Taxes, Martin D. Ginsburg presents a 

procedure for determining the minimum redemptions that will 
qualify as disproportionate redemptions (Code Section 302(b)(2)) 
when several stockholders wish to redeem simultaneously. 

The procedure described is somewhat laborious even in the 
hypothetical case he presents. With a larger stockholder, or more 
numerous redeemers, the work becomes prohibitive. And in many 
cases the formulas become impossible of application. 

May I suggest an alternative procedure? 

(Mine, like his, does not attempt to reflect the requirements of 
Code Section 302(b)(2)(B); and the formula must be modified if 
one of the redeeming stockholders holds 62% per cent or more of 
the stock prior to redemption.) 

It can readily be determined that if the corporation redeems from 
each of the redeeming shareholders a number of shares determined by 

.2T 
multiplying his preredemption holdings by the fraction ——, 
T ~x6R 
each redeeming shareholder will have a postredemption percentage 
interest precisely equal to 80 per cent of his preredemption interest. 

In this formula, T equals the total outstanding stock, preredemp- 
tion, and R equals the total shares owned by all of the redeeming 
shareholders before redemption. 

This operation falls short of producing the formula desired in two 
respects: First, it produces a figure that is precisely 80 per cent instead 
of less than 80 per cent as the statute requires; and, second, it will 
usually produce an inconvenient fractional share. 


Disproportionate Redemption Formula 








To preserve our independence, 

we must not let our leaders load us 
with perpetual debt. 

We must make our election 
between economy and liberty, or 
profusion and servitude.— 
Thomas Jefferson. 


If, however, the number of shares 
to be redeemed as produced by the 
formula be increased to the next 
higher integral* number of shares, a 
reasonable tentative figure is simply 
obtained. 

Indeed, in many instances, the figure 
so obtained will require no adjust- 
ment. For example, in Mr. Ginsburg’s 
hypothetical case, the fraction becomes 

2 (11439) 
and 
11439 — 8 (2710) 
equals .2467695. The computations 
are: 


Shareholder A: 1000 X .2467695 = 
246.7695, adjusted to 247. 

Shareholder B: 896 X .2467695 = 
221.1055, adjusted to 222. 

Shareholder C: 814 X .2467695 = 
200.8704, adjusted to 201. 


Perhaps the most practical procedure 
at this point is one of trial and error. 
The tentative figures may be tested; 
if one or more fail to qualify, the 
redemption of that holder’s stock may 
be increased by one integer.® 


The new figures so obtained must 
be retested for all holders, since the 
increase of the total stock redeemed 


* Although most corporations shy away 
from fractional shares, it is recognized that 
many closely held corporations do deal in 
fractions. Even in such cases, however, they 
usually deal in reasonably simple units: 
half shares, one-third shares, one-tenth shares, 
or the like. If such fractions are to be per- 
petuated, the next higher established unit 
may be used in lieu of the next higher integer. 

In the unusual case in which the com- 
plexity of the fractions is not considered 
objectionable, and extreme accuracy is de- 
sired, the formula may be altered by sub- 
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will decrease the total outstanding 
(postredemption) and thus increase 
the percentage holdings of all. How- 
ever, only in an unusual case will 
more than one or two readjustments 
be required. 


If, however, a formula is desired it 

is readily available. For each holder 
f, 8A 

——_—_————- must be greater than —— 

#6 ...4 
where f, is the excess of the number 
of his shares, to be redeemed over the 
figure produced by the original appli- 
cation of the formula to his holding; 
fp, f., and so on, are the similar ex- 
cesses over the formula figures for 
each of the other redeeming holders; 
A is the number of preredemption : 
shares held by the holder being con- 
sidered; and T is the total outstanding 
stock of the corporation (preredemp- 
tion). 

Let us consider two examples. 


Example 1 


Suppose, in Mr. Ginsburg’s hypo- 
thetical corporation with 11,439 shares, 
the remaining shares are held by C, 
7130 shares; D, 1099 shares; and E, 
500 shares. Suppose, further, that 
they (instead of A, B and C) are the 
ones desirous of redeeming.® 


We note first that D’s holding is 
slightly less than 62% per cent, so the 
formula will apply without concerning 
ourselves with Section 302(b)(2)(B). 

(Continued on page 656) 


stituting for .8 the figure .79 (or .799 or one 
carrying the 9’s to such number of decimals 
as seems desirable) and substituting for the 
.2 the figure obtained by subtracting that 
decimal expression from 1 (that is, 20 
01). In such an operation, no further ad- 
justment is required. 

* Or unit. See footnote 1. 

*This case runs into immediate trouble 
when Mr. Ginsburg’s procedure is applied. 
Application of his Formula 1 produces a 
negative figure as the tentative number of 
shares to be redeemed from D. 
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Do State-Local Tax Structures 
Influence New Industry Location? 


In Los Angeles, a debate was held on August 26, 1958, which attempted 
to clear the theoretical smog surrounding the proposition that the 
“Tax Structures of State and Local Governments Have an Appreciable 
Influence on the Location of New Industries.’" The debate took place 
at the annual meeting of the Section of Taxation of the 

American Bar Association. Speaking in the affirmative was George D. 
Brabson, tax attorney of The Ohio Oil Company, Findlay, Ohio, 
then chairman of the section's Committee on State 

and Local Taxation. Speaking in the negative was James H. Maloon, 
director of research, Ohio Department of Taxation, Columbus. 

The debate, which is presented here, should aid interested 

readers in clarifying their own thinking on this controversial issue. 


The Affirmative by George D. Brabson 


OR SOME YEARS now we have been meeting a term in our law 

literature called a “tax climate,” and we have accepted it as con- 
noting something good or bad, but without knowing quite what it meant. 
If taxes in a given locality were low we were apt to think of that as a favor- 
able tax climate. If taxes were high, we would pronounce that locality 
as a bad tax climate. When we begin to study the problem, however, 
we find that it is by no means that simple. As business expanded over 
the last decade we began to see that management would have to adopt 
a more technical and perhaps a more legal approach to the problem. 
We also began to see that what constitutes a “favorable tax climate” 
is not a mere matter of values and rates, but involves the much more 
complex matter of determining how tax laws operate in a particular 
area such as a state or a municipality, and what application such tax 
laws would have upon a business operated under certain prescribed 
conditions. 


In General—The Changing Tax Picture 


In determining what really constitutes a favorable tax climate it 
goes without saying that the first thing to be noted is that there is no 
such thing as a static tax picture. What may look like a favorable 
tax climate in Arizona today, for example, may not look favorable at 
all if we make a study of the state’s economic and fiscal structure and 
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find that the state has a poor financial 
picture, or that its taxation policies 
are outmoded and are not adequate 
to take care of normal growth in 
population and industrial expansion. 
Or, contrariwise, what may appear to 
be a not too favorable picture for the 
moment, in a given state, upon more 
careful examination may present such 
a sound approach to its future de- 
velopment as to offer a more favorable 
outlook than any of its neighboring 
states. 


These are the areas in which the 
lawyer or the lawyer-economist can 
be of the greatest service. It is up 
to him to discover (as the result of 
study of the various tax laws) where- 
in they apply to the business at hand 
and to what extent they impose a tax 
burden both at present and under con- 
ditions in the reasonably foreseeable 
future. In short, the philosophy of 
Gertrude Stein—‘A rose is a rose is a 
rose’”—has no application whatever 
in an investigation of a tax structure. 
A tax is not a tax and may not be a 
burden at all upon an industry until 
the tax man finds out what extent its 
burden can be alleviated by the adop- 
tion of sound business practices. 





Again it should be noted that in 
considering the matter of taxation as 
it affects the location of industry 
we are not concerned primarily with 
one preponderant tax, such as the in- 
come tax, but with a multitude of 
taxes. It is the over-all burden of all 
taxes that really makes the difference 
in reaching a decision as to location. 
And in this connection it is also to be 
noted that it is not only the size of a 
given tax that is important but also 
the manner in which it has to be 
taken into your accounts, and ac- 
counted for to the taxing authorities, 
that matters. 


It is our disposition, all too fre- 
quently, to look only at one aspect of 
taxation in a new locality, and to form 
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a conclusion as to its tax climate that 
is based on a very narrow view of the 
situation. I have found this to be 
true in considering the tax implica- 
tions in foreign countries. We look at 
the income tax first, as a rule, and if 
the rates on corporations are high, we 
are inclined to jump to the conclusion 
that the whole tax system of that 
country is burdensome. That is some- 
times not the case, as I have found in 
more than one instance to my surprise 
and gratification. 


In determining whether or not a 
particular state or locality presents a 
favorable tax climate, the business 
executive is therefore confronted first 
of all with the main question: What 
are the policies of the state with refer- 
ence to basic revenue requirements 
and basic methods of taxation? It is 
quite evident from the legislative his- 
tory of tax measures that certain 
states have taken a broad and sympa- 
thetic attitude toward business and 
especially toward new enterprises, 
which has served to encourage busi- 
ness executives to expand their plants 
and facilities and to induce business- 
men from other places to locate new 
plants and enterprises in those states. 
On the other hand, it is equally evi- 
dent that other state legislatures have 
taken a shortsighted, even punitive, 
attitude toward certain types of in- 
dustry, and have tried to tax them to 
the limit of endurance regardless of 
the economics of the situation. Prob- 
ably the best illustration of this is the 
attitude that the legislatures in many 
states have taken toward the railroads 
and other public utilities. 


In this connection, and in passing, 
it may be profitable to read some of 
the cases arising in our southern 
states as the result of tax assessment 
practices and procedures, That litera- 
ture is highly interesting and reveal- 
ing to anyone who is interested in the 
science of taxation as it fits into the 
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political economy of a state. And, of 
course, it is not confined to our south- 
ern states. I dare venture the thought 
that if our railroad system had to be 
rebuilt under present policies and con- 
ditions they would avoid every large 
city in the country as the Devil avoids 
holy water. 


All of which simply points up the fact 
that it is the over-all attitude of a state 
or community toward a particular busi- 
ness that is fundamental to the problem 
of business location. It is a well-known 
fact, for example, that the south- 
western states have taken a broad and 
liberal policy toward the natural re- 
source industries. This is only partly 
due to the fact that the great pre- 
ponderance of our natural resources 
are found in such abundance in those 
states. It is also due to the fact that 
those states have taken a similar at- 
titude toward the introduction of new 
business generally, and have tailored 
their tax policies in such a manner as 
not to burden such industries. 


Income Taxes 


We see this emphasized when we 
come down to a discussion of par- 
ticular tax measures which do affect 
the location of industry. Perhaps a 
good illustration of this lies in the 
utilization of the income tax by a 
state to produce a large part of its 
revenue. In its final analysis, the 
income tax is paid by the business 
unit, and it remains one of the most 
difficult of all taxes to pass on to the 
consumer. It is this consideration, 
no doubt, which has played an import- 
ant part in Ohio, which has given a 
great deal of study to its tax struc- 
ture. The theory there has been that 
a business corporation which is not 
taxed too heavily upon its net income 
will be in a position, and far more dis- 
posed, to reinvest such untaxed in- 
come in new property, buildings and 
equipment, which will create and sup- 
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port a much wider tax base, and ulti- 
mately produce more revenue. It is 
the productive coefficient approach to 
taxation, rather than the immediate 
and direct approach. 


So far this theory of taxation has 
appeared to work satisfactorily. At 
any rate, it has been responsible in 
part for creating in Ohio an attitude 
of tolerance toward business units of 
all sizes and all types. The result has 
been an influx of new business of all 
sizes and all types into Ohio over the 
past 20 years that has aroused the 
envy and surprise of most of its 
neighboring states, all of which have 
an income tax in their tax structure in 
one form or another. 


Of course, the mere existence of an 
income tax may not be the decisive 
factor. As stated in the beginning, it 
is how the tax applies and to what 
extent it is burdensome that matters. 
In the field of income taxation there 
are a number of factors which must 
be considered. Among the first points 
to be ascertained is whether or not the 
state in question is willing to recog- 
nize the well-established doctrines 
which govern interstate commerce 
and is willing to accept a fair and 
reasonable formula for the apportion- 
ment of income as between the states 
in which the taxpayer does business. 
This, of course, is partly a matter of 
general policy and partly a matter in- 
volving the construction of the many 
cases and rulings involving interstate 
commerce. 


In this connection it may be pointed 
out that certain of our states have 
adopted a policy of exercising less tax- 
ing power in this area than they could 


legally assert. On the other hand, 
certain states have apparently gone 
on the assumption that they are en- 
titled to tax any income they can lay 
their hands on regardless of its source, 
and regardless of the fact that it is 
already being taxed elsewhere. 


637 





Policy Uniformity in States 
with Favorable Tax Climates 


In our analysis of those states 
where the tax climate continues to be 
“favorable” for the location of new 
business we find a surprising amount 
of uniformity in their basic tax poli- 
cies as related to income, franchise 
and occupational taxes. First of all, 
we find that most of these states have 
adopted a policy which allows a 
multistate corporation to use separate 
accounting for the computation of in- 
come, provided the taxpayer can show 
that it keeps adequate accounting rec- 
ords from which either the taxpayer or 
the state in question can ascertain the net 
income in all of the states in which it 
does business. Such a policy not only 
denotes an attitude by the state of 
trying to get a true picture of the 
sources of the taxpayer’s income, but 
also an attitude of not wanting to load 
the taxpayer with an economic burden 
which is not justified by the economic 
activities within that state. It is an 
attitude conducive both to good busi- 
ness relations and to the encourage- 
ment of new capital investment within 
that state. 


The second thing which appears al- 
most uniformly in these favorable- 
tax-climate states is the adoption of 
a policy favoring the use of a fair al- 
location formula where separate ac- 
counting records are not maintained by 


the taxpayer. By a fair allocation for- 
mula is meant a formula based on a 
number of factors, giving a composite 
picture of the nature and extent of 
the taxpayer’s business. It is rather 
significant to note that some 15 states 
have adopted the “Massachusetts 
formula,” which allows the use of 
property, payroll and sales as the 
factors. Where one factor is missing 
the other two may ordinarily be used. 
The point is that these factors represent 
a soundly conceived economic approach 
to the allocation problem. 
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The third thing which appears in 
the favorable-tax-climate states is a 
policy which allows considerable lati- 
tude to the taxpayer in the use of any 
other factors which would tend to 
produce a fair allocation of income. It 
seems obvious that only that segment 
of a taxpayer’s income should be 
taxed by a state that is commensurate 
with the economic activities of the 
taxpayer in that state, and that these 
economic activities are in general 
limited to the use of property; the 
amount of effort used to produce, 
transport and sell within the state; 
and, finally, the actual amount of sales 
from which income is derived in that 
state. If the taxpayer, however, can 
show that for some reason any or all 
these factors are inadequate, then he 
has the right to produce any other 
factors which will reveal the sources 
of income. 


The fourth thing appearing in the 
favorable-tax-climate states is the adop- 
tion of a policy observing the recog- 
nized exemptions from tax of certain 
categories of income. These include 
various kinds of income derived from 
governmental securities and payments, 
income from judgments of courts and 
awards, income from payments for 
damage to property, income from 
various types of inheritances, and so 
on. This is an area in which all the 
states could make a real contribution 
to the science of taxation by adopting 
a uniform statute covering these vari- 
ous kinds of exemptions. 


Other Aspects 


There are, of course, a number of 
other aspects of multistate income 
taxation which must be considered in 
any complete study of the problem of 
business location. Only two others, 
however, can be noted in the brief 
time allocated to us today. The first 
of these has to do with the procedural 
aspects of income taxation in a multi- 


TAXES—The Tax Magazine 





tude of jurisdictions, a situation which 
concerns every large corporation. It 
is not too much to say that in the 
favorable-tax-climate states the tax 
administrators have made some effort 
to face that problem and to endeavor 
to eliminate as much of its complexity 
as possible. This attitude has to take 
in, among other things, the matter of 
returns, forms, regulations and stat- 
utes of limitation. We are continu- 
ally being reminded, as tax lawyers, 
that it is not only the direct load of 
income taxes but, also, their multi- 
plicity and complexity which adds to 
the economic burden which has to be 
carried by any business engaging in 
commerce between the states. Tax 
measures can become so burdensome 
by reason of their cumbersomeness 
and uncertain application that they 
impose more of a burden upon tax- 
payers in accounting for and process- 
ing them, in many cases, than the 
actual amount of taxes imposed. This 
is the sort of relief which a state can 
afford to give with no loss of revenue, 
but rather in anticipation of more 
revenue arising from good relation- 
ships with businessmen and manage- 
ment. 


The last aspect of income taxation 
we can mention today has to do with 
deductions for depreciation and deple- 
tion. If you are engaged either in 
manufacturing or in natural resource 
extraction and processing, you need 
no emphasis to tell you how import- 
ant these deductions can be. The 
difficulty lies, of course, both in the 
methods that are permitted and in the 
rates allowed. Unless the state ac- 
cepts and allows deductions for de- 
preciation and depletion which are 
essentially the same as for federal 
income tax purposes, it simply means 
that every taxpayer is required to ex- 
pend time and money to maintain a 
duplicate set of records and to famil- 
iarize itself with an entirely new set 
of principles. All of this sort of thing— 
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the extra bookkeeping and the training 
of skilled tax personnel—adds useless 
and costly burdens to the taxpayer’s 
load and influences the taxpayer’s de- 
cision in locating new _ businesses. 
These are what may well be termed 
unconscionable tax measures that do 
not justify their keep from a revenue 
standpoint and are simply a headache 
from the taxpayer’s viewpoint. 


Sales and Use Taxes 


One of the best examples of these 
completely unconscionable taxes, which 
place such a heavy administrative bur- 
den upon both taxpayer and tax collector 
alike, is in the field of sales and use 
taxes. This is the burden directly 
placed upon the merchant to account 
to the state for the amount of tax 
upon each individual sale or trans- 
action on which sales or use tax is 
due, as well as to account for all 
transactions on which no tax is due. 
This system of accounting for each 
individual transaction still prevails in 
many of our states, including my own 
State of Ohio, which was a pioneer in 


this field. 


As already suggested this kind of 
tax accounting is exceedingly difficult 
to handle by the taxpayer and difficult 
to administer by the tax authorities. 
No reliable figures can be found as to 
the actual cost of paying or collecting 


such taxes. It has been estimated 
that the cost of collection alone out- 
weighs the amount of additional tax 
revenue derived from policing such a 
system. And the obvious cost of keep- 
ing proper records from which such 
taxes can be audited is so patent that 
it must certainly enter into the calcu- 
lations of an executive looking for a 
location for a new branch or new 
warehouse facilities. 


The second thing in the field of 
sales and use taxes which militates 
against a favorable tax climate for 
business arises out of the conflict in 
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the allowance of exemptions. There 
is probably no other aspect of local 
taxation in which so much confusion 
exists as in this matter of exemptions. 
There are no two states in which the 
statutory exemptions are the same. As 
this writer has pointed out in a recent 
paper on the subject,? some states 
grant exemptions in only one area, 
such as agricultural products, while in 
other states many categories of ex- 
empt items are allowed. The statutes 
in Ohio, for example, contain some 20- 
odd areas of exemption, while in the 
neighboring State of Indiana, nearly 
all transactions are subject to the 
gross income or sales tax. 


If these various areas of exemption 
were all so clear and clean cut that 
the various transactions customarily 
entered into could easily and auto- 
matically be classified as taxable or 
nontaxable—that would be ideal. Un- 
fortunately, however, these areas of 
exemption are usually defined in such 
loose language as to make their ad- 
ministration quite difficult. For ex- 
ample, there are six exceptions to the 
definition of a retail sale under the 
Ohio laws, each one of which has en- 
gendered a multitude of controversies 
and lawsuits in an effort to find out 
what the exemption really was intended 
to cover. 


Sales and Use Tax Effects May Make 
Difference Between Profit and Loss 


One very important aspect of sales 
and use taxes which must be con- 
sidered as influencing the location of 
business is the problem of how such 
taxes will affect the costs not only of 
selling products but of constructing 
and operating the plant itself. If sales 
and use taxes are to become a con- 
tinuing drain on plant replacement, 
repairs and supplies, the management 

* Brabson, “Analysis of Sales and Use Tax 


Exemptions,” 9 Vanderbilt Law Review 294 
(1956). 
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has to take that into account in its 
long-range planning. It may be the 
difference between a profitable or a 
loss operation over a period of years. 


It is obvious that the favorable-tax- 
climate states have taken this problem 
of the taxpayer into account, and 
several states have statutory provi- 
sions which make allowances for the 
sale or purchase or use of all types of 
property which are used directly or 
consumed in the production of other 
tangible personal property, which in 
turn may become subject to tax. 
Again, it is the function of the lawyer 
to make a study of the taxing statutes 
in order to find out whether the plant 
investment, the machinery and equip- 
ment used in actual production or the 
fuel and supplies used in the opera- 
tions are subject to such taxes. 


Some of our states have tried to 
attract new industries by adopting a 
very liberal policy in this respect. In 
Iowa, for example, machinery and 
equipment purchased outside the state 
and used directly in manufacturing, 
fabricating, servicing, and the like, of 
personal property to be sold at retail 
is exempt from Iowa use tax. In 
Florida the sales tax is imposed on 
industrial machinery and equipment 
to be used for producing tangible 
property for sale, but the tax is limited 
to $1,000 of tax on any one transaction. 


Under the laws of Arkansas any 
tangible property used in manufactur- 
ing or processing is subject to sales 
tax if purchased in the state, but is 
not subject to use tax if purchased 
outside the state. It is difficult to fol- 
low the reasoning behind such a law 
since it offers an exemption to outside 
vendors which is not given to Arkansas 
suppliers of similar property. By way 
of contrast, the Connecticut statutes 
provide that industrial machinery and 
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equipment is exempt of tax only if it 
has a useful life of only one year or 
less or is used for repair purposes. 
Certain states exempt sales of fuel or 
power used in the manufacture or 
processing of property for sale. 


Franchise and Business 
Privilege Taxes 


As we all know, the rule is gen- 
erally stated in the books that no 
state may impose a franchise or busi- 
ness privilege tax upon any segment 
of a taxpayer’s capital other than upon 
that portion used or engaged in busi- 
ness within that state. The states 
having a favorable tax climate gen- 
erally recognize that rule but have had 
great difficulty in applying it. Other 
states have neither recognized it nor 
applied it. 


One of those states is Michigan, 
which has attempted in more than one 
instance to impose a business privi- 
lege tax on all corporations doing 
business there, and to tax securities 
and transactions of foreign corpora- 
tions irrespective of how the securi- 
ties were acquired or where the 
transactions took place. These attempts 
to extend the taxing power by main 
strength and awkwardness have 
eventually been stricken down by the 
highest court in Michigan and by the 
federal courts.? In the meantime, how- 
ever, these surreptitious tax measures 
have been enforced upon reluctant 
taxpayers and the taxes collected un- 
der threat of loss of franchise. As a 
consequences, Michigan has built up 
for itself a reservoir of ill will from 
taxpayers all over the nation scarcely 
paralleled by that produced by any 
other tax measures in recent years. 


This is given not in a spirit of 
recrimination, but by way of illustra- 
tion, and to indicate the kind of tax 


measures which most possibly can 
generate an unfavorable tax climate 
in a given state. In other words, how 
nutty can you get in carrying out 
some pet scheme of taxation? This 
seems to be borne out by the business 
statistics of the large industrial sur- 
veys, which indicate that Michigan 
has actually lost industries even in a 
period of rapid industrial growth else- 
where. These figures are not all- 
inclusive, and there is probably no 
official record of the many small busi- 
ness units which have quietly folded 
up and moved their businesses into 
the neighboring states where more 
favorable tax conditions prevailed. 


Certain states have imposed fran- 
chise taxes based upon the income of 
the corporation derived from sources 
within the state in question. Cali- 
fornia and New York are two good 
illustrations of such franchise taxes. 
In all these states the taxpayer is 
faced with substantially the same 
problems of the situs and allocation 
of income as in the case of an income 
tax proper. Thus, the businessman 
who contemplates locating a new busi- 
ness in these states has a doubly im- 
portant decision to make where the 
state also imposes an income tax. He 
must decide, for a twofold purpose, 
these two important questions: 


(1) Based upon the nature and ex- 
tent of the business that is contem- 
plated, will the amount of income 
which can possibly be allocated to 
that state justify the amount of fran- 
chise tax which the state can impose? 


(2) Under the apportionment for- 
mula used in that jurisdiction, does 
the taxpayer have a reasonable chance 
of treating outside sales or sales made 
in interstate commerce as excludable 
from the numerator of the sales frac- 
tion which is to be used? 





* Panhandle Eastern Pipe Line Company v. 
Corporation and Securities Commission, 3 sTc 
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{ 250-351, 346 Mich. 50, 77 N. W. 2d 249, 
cert. den., 352 U. S. 890 (1956). 
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Value of Tax Lawyer's Services 


Again, it may be useful to point out 
that it is in the examination of such 
statutes and in answering such ques- 
tions that the tax lawyer can best 
serve the corporate client and furnish 
its management with the economic 
facts and figures upon which the loca- 
tion of new business can be decided. 


There is another phase of this 
matter which the lawyer-economist 
must look into before he can deter- 
mine whether or not a given state 
offers a favorable tax climate, This 
is in connection with the constitutional 
question as to whether or not the 
state has the authority to impose a 
franchise tax based upon income. The 
courts in certain states have held that 
the legislature has no such authority 
and that, even though the state may 
impose an income tax, it may not 
impose a franchise tax based on in- 
come.* The rule may vary somewhat 
depending on the nature of the busi- 
ness involved, making it all the more 
necessary for the tax lawyer to deter- 
mine these questions for the benefit 
of management looking for new busi- 
ness locations. 


Personal Property and 
Intangibles Taxes 


Not least among the factors which 
influence businesses in the location of 
new industry are the ad valorem taxes 
that are imposed locally upon both 
real property and personal property, 
including intangibles, used in busi- 
ness. As we all know, real property 
is invariably taxed, and your only 
choice is to determine whether or not 
the attitude of the community is to 
appraise and apportion taxes on an 
equitable basis among all taxpayers 
alike, or to gloss over the residential 

* Spector Motor Service, Inc. v. O’Connor, 
2 stc { 200-044, 340 U. S. 602 (1951) ; Mem- 


phis Natural Gas Company v. Stone, 2 stc 
7 200-030, 335 U. S. 80 (1948). 
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and rural properties and let the busi- 
ness property carry the load. That 
sounds like a harsh thing to say, but 
it prevails in a number of states, and 
it is apparently one of those ingrown 
political cancers that cannot be eradi- 
cated. A good illustration of this 
would be Grand Central Terminal in 
New York City. 


However, it is in the field of per- 
sonal property taxation, including in- 
tangibles, that we run into our real 
difficulties. Some states simply treat 
industrial machinery and equipment 
as real property and subject it to full 
rate taxation in the same manner as 
the buildings themselves. The great 
majority of our states tax such ma- 
chinery and equipment separately as 
personal property. Some states per- 
mit depreciation allowances and tax 
such property at a percentage of its 
remaining value. In afew states such 
industrial machinery and equipment 
is exempt from tax, either for a limited 
period after installation or for its en- 
tire useful life. All this is cited simply 
to indicate what a diversity exists in 
the taxation of exactly the same kind 
of property as between two states, 
and a wide choice is offered the busi- 
ness man looking for new locations. 


Inventories present still further 
diversities in their handling by the 
states. Ohio exempts from tax all in- 
ventories brought in from other states 
if stored on a temporary basis in Ohio 
warehouses and intended for eventual 
shipment to places outside Ohio.‘ 
Again, inveutories are usually subject 
to tax as of a specific date, known as 
the taxing date. This permits some 
tax planning to operate where the tax- 
payer can sell or reduce inventories 
immediately prior to the taxing date 
and thus avoid or minimize its tax 
liability. 

* Goodyear v. Tax Commission, 5 Ohio St. 
(2) 56 (1956). 
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In arriving at the value of personal 
property for purposes of assessment, 
a great many standards are applied. 
In certain states the law provides that 
the taxable value shall be the true 
value in money. In other states the 
taxable value is defined as ‘true cash 
value,” “fair market value,” “actual 
value,”’and so on. It is obvious that 
all of these terms are meaningless 


until construed by the courts in each 
state in which they apply. Again, it 
is the function of the lawyer to deter- 
mine what these terms really mean 
and to advise management accord- 
ingly. All of this gets into the picture 
in making a decision as to what con- 
stitutes a favorable or an unfavorable 
tax climate. 


The Negative by James H. Maloon 


AM GOING TO TRY to convince you that the negative side of the 
subject for consideration has considerable merit in logic and in 


fact. 
supportive of these views. 


In so doing, I wish to discuss with you five points which are 
First, however, I want to assure you that 


as a student of taxation and as a tax administrator I am aware of the 
tremendous importance of tax systems on economic activity. The tax 


structure, its administration, and myriad other factors of a “public’ 


’ 


character continually bear upon the success or failure of individual 
enterprises and of the aggregate economy. 


Tax Factor Is Overplayed 
and Overstated 


The first point I suggest to you is 
that within the United States the tax 
factor as an industry location deter- 
minant is overplayed and overstated. 
Among analysts and the growing 
number of writers on the subject of 
plant location, there appears to be 
universal agreement that the state and 
local tax burden is at best a secondary 
consideration in location selection. 
To the extent that the state and local 
tax factor is to be considered, it must 
be considered primarily in its cost 
aspect and, more particularly, as an 
alternative to the costs incurred by 
locating in another area. The logical 
economic reason for categorizing the 
tax factor as a secondary considera- 
tion in placing new facilities resides 
in the relationship of state and local 





* Statistics of Income, 1954, United States 
Treasury Department, p. 38. This is, of 
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tax costs to total costs of the enter- 
prise. We find, by referring to Statistics 
of Income for manufacturing corpora- 
tions in the United States, the average 
state and loca! tax bill is on the order 
of 2.6 per cent of the total annual costs 
of such corporations.’ It is recognized 
that this average implies substantial 
variations, both up and down, and the 
particular firm attempting to reach a 
decision will want to know not the 
average tax cost but its particular tax 
cost. Even so, the entrepreneur must 
determine his differential tax saving 
presented by the alternative choices 
facing him. If the average tax cost 
is around 2% per cent, then it must 
be certain that the potential saving 
by selecting the lower tax cost loca- 
tion can generally be only a fractional 
part of this amount. One must also 
keep prominently in mind that state 





course, a reference to deductions of all 
kinds, and has no application to income. 
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and local taxes constitute a deduction 
for federal income tax purposes, further 
reducing their significance by approxi- 
mately one half and, of course, there- 
by reducing any differential saving by 
a similar proportion. 

If a decision is to be made in terms 
of the cost-revenue potential of the 
various alternative locations, it is ob- 
vious that the present state-local tax 
factor will generally be of relatively 
little significance. It would be a curious 
position to contend that one fortieth of 
the total picture would be the primary 
determinant. We are aware—and in- 
dustrial location analysts are acutely 
aware—that the remaining 97% per 
cent of the total contains a whole 
range of factors which, depending 
upon the particular enterprise, present 
vastly more important considerations. 
While it is nearly futile to attempt to 
generalize these factors, it may be 
found that they range from the near- 
ness to markets, the cost of trans- 
portation, raw materials, labor, power 
and water, on down to the suitability 
of the local country club. There are 
very real economic and, even, social 
factors which must generally weigh 
more heavily than the state-local tax 
factor. 

Thus, while I do not deny the pos- 
sible importance of tax considerations 
with respect to certain particular en- 
terprises, I am contending that for the 
far greater part the tax consideration 
is overplayed and overstated. You 
might ask then: “Why is it so dis- 
cussed, argued and publicized?” To 
this I would answer that such emphatic 
discussion, argumentation and pub- 
licity is popular and not in the litera- 
ture of the would-be science of location 
analysis. The question of the tax bur- 
den is, of course, one for public 
discussion, and perhaps especially so 
when related to economic development. 
You must add to this reasoning the 
fact that here, and perhaps only here, 
is a cost factor which can be appre- 
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ciably influenced by popular discus- 
sion and legislative action. In a matter 
of minutes a legislative body can add 
to or subtract from the cost of doing 
business—there is no similar possi- 
bility with respect to markets, trans- 
portation, raw materials, labor, power, 
and the like, or even the country club. 
For this reason, perspective is apt to 
be lost if one fails to call to mind the 
total problem of optimum location 
and looks only to the popular discus- 
sion of the subject. 


Long-Run Tax Factor Is Uncertain 


The second point which I would 
suggest to you for consideration is 
that the long-run tax factor is uncer- 
tain. The commitment of a capital 
investment in industrial facilities im- 
plies a decision based on long-run 
considerations. While it might be 
unique to find a high tax area revert- 
ing to what we might agree to be a 
low tax area, it is not at all unique 
to find low tax jurisdictions quite 
rapidly changing the pattern of pub- 
lic enterprise with a resulting higher 
tax burden. While all cost and reve- 
nue factors present numerous hazards 
to the forecaster, the future tax climate 
is perhaps as little predictable as any 
of the others. 


Industry Begets Taxes 
The importance of future costs leads 


me to a third point. It is that there 
is very substantial evidence that in- 
dustry begets taxes. While taking 
note that there are exceptions, it may 
be confidently stated that, generally, 
where we find the higher concentra- 
tions of industry we also find the 
higher tax burdens. One might at- 
tempt to read from this correlation 
that taxes actually are attractive to 
industry but this would be stretching 
the data too far. Instead, it is clear 
that new industry does initially bring 
forth a need for a number of added 
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local facilities: water supply, sewerage, 
streets and roads, fire and police facili- 
ties, and the like. In the longer run 
the industrial center will have all the 
added costs resulting from a concen- 
trated population, including all those 
cost items just mentioned as well as 
those of health, welfare, recreation 
and education. It is also clear that 
while industry and its employees and 
their economic effects will add to the 
revenues of the jurisdiction under 
existing tax measures, generally this 
is not enough when related to the cor- 
responding necessary increase in ex- 
penditures. This is not to suggest 
that an enterprise may not find a tax 
advantage in a particular location; 
but it is to suggest that if others fol- 
low suit, the advantage may be rela- 
tively short-lived or that an increased 
tax burden is likely to fall, if not on 
the industry itself, then on some 
segment of the community. It is recog- 
nized and should be pointed out that 
the resulting economic advance of the 
community made at the same time 
may well permit it to carry the higher 
dollar burden more advantageously than 
was possible when the local economy 
was essentially underdeveloped. 


Need to Study 
Alternative Tax Systems 
A fourth 
bring before you is that even where 
the individual enterprise is of the 
character, and where all other loca- 
tional factors balance out, so as to 


which I 


consideration 


make the tax factor critical, it is 
necessary for those making the loca- 
tional decision to study the alterna- 
tive tax systems as they apply to their 
individual operations. That is to say 
that a generally high tax state may 
for certain types of business prove to 
be a low tax state and vice versa, de- 
pending upon the structure of the tax 
system. Thus, in some areas a pre- 
dominant portion of the tax burden 
may be in the form of an income tax 
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or real or personal property taxes. If 
one has, for example, a choice between 
jurisdictions, one of which has a cor- 
porate or business income tax as a 
major revenue producer but no tax on 
personal property and another of which 
is without the income tax but is con- 
centrated on real and personal prop- 
erty taxes, and both, are considered 
to be high tax jurisdictions, it is neces- 
sary for the enterprise to view these 
tax systems as they apply to the 
specific case. It is' entirely possible 
in such a situation that an enterprise 
with a high ratio of property to in- 
come will find for it a relatively favor- 
able climate in the high-income-tax, 
low-property-tax state, even though 
the state taxing business income is 
generally viewed as a high tax loca- 
tion. It is, of course, implicit in these 
remarks that an analysis of local tax 
systems is equally as important as an 
analysis of state tax systems. 


In this connection, the many com- 
parative tax studies already made, and 
those now in progress, can be of little 
aid in closely evaluating the alterna- 
tive tax jurisdictions. Some of these 
“studies” unfortunately appear to have 
been made after the conclusions were 
drawn either that the jurisdiction was 
out of line in taxing business and re- 
ductions were in order or that the 
jurisdiction presented a “healthy” tax 
climate beneficial to new industry. 
3ut the greatest limitation on any 
such general studies, however con- 
ceived, is that to make them truly 
useful in individual cases they would, 
of necessity, be endlessly complex, de- 
tailed, difficult to research and very 
costly. 

I am told that while existing com- 
parative studies are not particularly 
useful insofar as tax analysis is a con- 
cern to the individual enterprise with 
a location decision facing it, these 
studies are sometimes taken as an in- 
dication of the entire political climate 
toward industry. This may well be, 
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but we are now getting away from a 
consideration of the importance of the 
tax burden to an attempt to use the 
tax system as an index of other less 
tangible factors. 


Desirability of Comparative 
Fiscal Neutrality 


As my fifth and final point, I hope 
that you will permit me to shift my 
ground from that of indicating the 
reasons why state and local tax dif- 
ferentials are not high on the list of 
significant factors in location analysis 
to that of briefly setting out a thought 
about a proper interjurisdictional tax 
policy for an expanding economy. 
The thought is this: It is not inter- 
jurisdictional tax advantages or in- 
ducements which are desirable for 
further development of the national 
economy but, instead, comparative 
fiscal neutrality. If, as I have ex- 
pressed the opinion, the tax factor is 
generally of minor consideration, it 
is fortunate; if my arguments are in 
error and the tax considerations weigh 
more heavily in this respect, it is then 
unfortunate. We must be concerned 


primarily with the health and growth 
of the national economy ; and it should 
be amply clear that the economics of 
production and distribution cannot be 
circumscribed by the creation of tax 
havens or provinces and yet expectedly 
produce an optimum allocation of re- 
sources, efficiency or productivity. 
Further, when I speak of tax neutrality, 
I am not only referring to the dollar dif- 
ferential in rates of taxation but, in 
addition, to those costs resulting 
directly from tax laws which present 
unusual difficulties in compliance. For 
some firms these compliance costs 
may indeed be as expensive as the tax 
bill itself. A reasonable and equitable 
tax structure, avoiding the unusual com- 
pliance difficulties, is to my mind a 
more productive long-run course than a 
headlong plunging into interstate and 
interjurisdictional fiscal bidding and 
buying of industry. While I speak 
with particular reference to the na- 
tional economy, I would point out 
also that it is not an easy matter for 
the state or community should short- 
run inducements turn into long-run 
inefficiencies and the repeated emigra- 
tion of industry. [The End] 


TRAVELING EXPENSES CAUSE CANADIANS TROUBLE, TOO 


According to a recent article in the Canadian Tax Journal 


by Gwyneth McGregor, high tax rates force taxpayers to spend 
considerable time and ingenuity in finding ways to avoid tax. 
The inference is that corporations follow the practice of paying 
relatively low salaries to officers and directors, but give them 
an unlimited expense account. The article discusses the case 
of No. 589 v. Minister of National Revenue, 59 DTC 41. The 
taxpayer was a company president with a salary of $20,000. 
He claimed expenses—transportation, accomodations, meals, 
entertainment, gratuities, conventions, etc.—of $20,000 per 
year. The Minister allowed some $10,000 and added the 
remainder to the president’s salary. 


The article suggests that the Canadian law be changed, 
and points out that to cope with this problem in the United 
Kingdom, a special provision applies to those whose salaries 
are over £2,000 a year. They must include in income all ex- 
pense allowances and benefits of all kinds, and then claim such 
expenses as can be shown to have been incurred in the per- 
formance of their duties. 
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STATE TAX NEWS 


In this department are reported news items on decisions, legislation and 
administrative rulings. This department's scope includes the following 
types of taxes: income, sales and gross receipts, property, gasoline, 
insurance company, utility, franchise, severance, and inheritance and 
estate. Most items are adapted from CCH reports on state and local taxes. 


LL OF THE STATES except one, plus the District of Columbia 

and Hawaii, now provide simplified ways to make gifts of securi- 
ties, property or money to minors through the medium of either the 
model “Gifts of Securities to Minors Act” or the “Uniform Gifts to 
Minors Act.” 


During the 1959 legislative sessions, California, lowa, Maine, 
New York, Oregon and Washington adopted the “uniform” act. In 
the process, California and New York repealed their former “model” 
acts. The “uniform” act is now the law in 39 states and Hawaii. 
Nine states and the District of Columbia retain the earlier “model” act. 
Only Illinois has not yet enacted either of the two acts. The principal 
difference between the two acts is in the broadness of their scope. 
The early “model” act, which was first enacted in 1955, provides for 
gifts of securities in registered or bearer form for investment purposes 
to minors. The later “uniform” act, first enacted in 1957, also provides 
for gifts of securities but, in addition, it permits gifts of money for 
investment under a “prudent man” rule. 


Donors are permitted to take advantage of the federal annual 
gift tax exclusion for gifts of present interests with respect to gifts 
under either of the acts. 

Under both the acts, the gifts are under the power and control 
of a designated custodian. The custodian is entrusted with the 
property’s management, including the collecting and investing of 
income and the reinvesting of the proceeds of the original gift. He 
may expend so much of the property as he alone deems desirable for 
the support, education and general welfare of the minor. The prop- 
erty, or the remainder thereof, must be turned over to the minor upon 
his reaching the age of 21, or to his estate in the event of his death 
prior to reaching maturity. 
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The states which have the later 
“Uniform Gifts to Minors Act” in- 
clude Alabama, Arizona, Arkansas, 
California, Connecticut, Delaware, 
Florida, Hawaii, Idaho, Indiana, Iowa, 
Kansas, Kentucky, Louisiana, Maine, 
Maryland, Massachusetts, Minnesota, 
Mississippi, Missouri, Montana, Ne- 
braska, Nevada, New Hampshire, 
New Mexico, New York, North Dakota, 
Oklahoma, Oregon, Pennsylvania, 
South Dakota, Tennessee, Texas, 
Utah, Vermont, Virginia, Washing- 
ton, West Virginia, Wisconsin and 
W yoming. 

Those jurisdictions where the model 
“Gifts of Securities to Minors Act” is 
in force include Alaska, Colorado, 
District of Columbia, Georgia, Michi- 
gan, New Jersey, North Carolina, 
Ohio, Rhode Island and South Caro- 
lina. The State of Georgia has 
amended its “model” act to include 
gifts of money in addition to gifts of 
securities. Wisconsin, which has 
enacted the “uniform” act, retains the 
“model” act in its statutes, effective 
to August 6, 1957. 


Atlantic States 


Income taxes.—Comnecticut has en- 
acted a number of laws affecting its 
franchise (income) tax. The state 
will no longer pay interest on refunds 
of overpayments of taxes accompany- 
ing tentative returns (Ch. 161, ap- 
proved and effective May 19, 1959). 
It has cut the rate of interest on addi- 
tional tax resulting from supplemental 
returns (Ch. 66) and for late pay- 
ments (Ch. 69) from 6/10 of 1 per 
cent to % of 1 per cent per each 
month or fraction thereof (both laws 
effective for all income years or peri- 
ods beginning on or after January 1, 
1959). It has raised the rate for air 
carriers from 1.5 mills per dollar to 
1.9 mills per dollar (Ch, 175, effective 
May 19, 1959, applicable to all income 
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years beginning in 1959 and there- 
after). 


Maryland has determined that while 
unemployment insurance benefits paid 
under the state law are excludable 
from “gross income,” benefits paid 
under employer-established supple- 
mental plans are not (Ch. 768, effec- 
tive July 1, 1959). 


New York has enacted provisions 
concerning the taxability as income 
to an employee or his estate of amounts 
realized from the exercise of restricted 
stock options (Ch. 845, applicable to 
returns for any taxable year com- 
mencing on or after January 1, 1950). 
The state has also adopted the federal 
provisions regarding the personal in- 
come tax treatment of payments to 
beneficiaries from employee trusts 
and annuities (Ch. 874, applicable to 
returns for any taxable year begin- 
ning on or after January 1, 1959). 


Pennsylvania’s corporate net income 
and corporation income tax rates of 
6 per cent have been continued through 
1961 (H. B. 657 and H. B. 658, effec- 
tive immediately). 


Vermont now requires employers to 
file their withholding returns and 
make payments of the tax on a quar- 
terly basis (H. B. 139, effective March 
24, 1959). 


Property taxes.—Comnecticut farm 
machinery, except motor vehicles, to 
the value of $3,000 is exempt (Ch. 191, 
effective May 19, 1959). Nonresidents 
of the state are required to list their 
personal property at the same per- 
centage of actual value as real estate, 
and the exemption of their watercraft 
is repealed (Ch. 239, effective October 
1, 1959). 


Maine has exempted lambs under 
one year old (Ch. 187) and all house- 
hold furniture except television sets 
(Ch. 237) (both laws effective 90 days 
after adjournment). 
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The Circuit Court for Howard 
County in Maryland has held Section 
19(b), Article 81, establishing special 
assessment criteria for farm prop- 
erty, to be unconstitutional. The 
Maryland Court of Appeals, in a case 
involving a tractor agency that sold 
equipment under a machine lease 
agreement, has held that the holder of 
a security interest may not be treated 
as the owner of property for tax pur- 
poses (Alban Tractor Company, Inc. v. 
State Tax Commission, CCH Maryland 
Tax Reports { 200-252). 


Pennsylvania's realty transfer tax act 
has been re-enacted to extend the 1 
per cent rate through May 31, 1961, 
and amended to exempt transfers of 
old residences to builders in trade for 
new residences (H. B. 655, effective 
June 1, 1959). 


Vermont has deleted specific due 
dates for the installment payment of 
property taxes from its statutes (H. B. 
69, effective March 6, 1959). 


Sales and gross receipts taxes.— 
The rate of tax on unincorporated 
business gross income in Connecticut 
has been doubled on income exceed- 
ing $60,000 (Ch. 141, applicable to 
income years beginning in calendar 
1959 and thereafter). 


Nonprofit organized sporting leagues 
and associations for boys and girls 
under age 18 have been exempted 
from Rhode Island sales and use taxes 
(S. B. 575, effective ten days after 
adjournment). Regulation C in Rhode 
Island establishes that contractors 
dealing with an exempt agency, insti- 
tution or organization are neither 
subject to nor may they charge sales 
or use tax for materials physically 
incorporated into, and a permanent 
part of, a project for such organiza- 
tion; however, the sales tax applies to 
their purchases or rentals of supplies, 
tools and equipment used in perform- 
ing such contracts. 
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A Missouri income taxpayer who felt 
stripped clean portrayed his 
condition by writing his tax check 

on a pair of undershorts together with 
the lament: ‘‘Please note: Now you 
have it all."’ Endorsing the check is 
Milton Carpenter, Missouri State 
Director of Revenue. Carpenter said 
the check would be cashed. 


Franchise taxes.—A special fran- 
chise tax at 8 per cent of net income 
will become effective next year against 
gas and electric utilities in New Hamp- 
shire. The New Hampshire Supreme 
Court has ruled that the new law is 
constitutional and that, on its face, 
the 8 per cent rate is not confiscatory 
or arbitrary. (Ch. 86, effective Jan- 


uary 1, 1960.) 
‘ 


Lake States 


Income taxes.—Minnesota now re- 
quires that income tax returns contain 
a confession of judgment for the 
amount of tax shown to the extent 
not timely paid (Ch. 367, effective 
April 25, 1959). 


Property taxes.—Owners of motor 
vehicles in /ndiana will not be able to 
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register their vehicles after January 
1, 1962, unless they show proof that 
the personal property tax on the vehi- 
cle has been paid or that no tax is 
assessable (Ch. 384, effective upon 
proclamation), 


Minnesota real estate devoted to 
temporary and seasonal residential 
occupancy for recreational purposes 
shall be considered Class 3 property 
and be valued and assessed at one 
third of the full and true value (Ch. 
338, effective May 1, 1960). 

The Ohio Board of Tax Appeals 
has held that a “retainage,”’ which is 
the amount by which the estimated 
value of labor and materials furnished 
by a building contractor during a 
given period exceeds an advance pay- 
ment by the hirer for this period, is 
not subject to property taxation 
(Maxon Construction Company, Inc. v. 
Bowers, CCH Ohio Tax Reports 
| 200-909). 


Excise taxes.—Ohio cigarette taxes 
have been raised from three cents to 
five cents per pack (H. B. 844, effec- 
tive June 8, 1959). 


Franchise taxes.—The Ohio fran- 
chise tax has been tripled, from 0.1 per 
cent to 0.3 per cent on all corporations 
other than state chartered banks, 
whose rate remains at 0.1 per cent. 
By not signing the bill by June 15, the 
governor, in effect, put off the tax 
hike until next year. (H. B. 838, ap- 
proved June 16.) 


Gasoline taxes.—Ohio has raised its 
tax on motor vehicle fuels from five 
cents to seven cents a gallon by im- 
posing an additional excise tax on 
motor vehicle fuel dealers (H. B. 836, 
effective May 21, 1959). 


Midwestern States 


Income taxes.—/owa has increased 
the corporation income tax rate from 
2 per cent to 3 per cent (H. B. 706, 
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effective as to returns made upon 
income earned during calendar 1959, 
or as to any returns made for a fiscal 
year beginning after January 1, 1959). 
The minimum tax bill permitting 
payment by installment has_ been 
raised from $10 to $50 (H. B. 539, 
effective July 4, 1959). The basic 
withholding rate on nonresidents’ in- 
come in excess of $1,500 has been 
lowered from 5 per cent to 4 per cent 
(S. B. 535, effective July 4, 1959). 


Missouri has doubled the maximum 
rate at which it will permit the City 
of St. Louis to impose an earnings 
tax. The permissible rate has been 
raised from 0.5 per cent to 1 per cent. 
(S. B. 27, effective April 23, 1959.) 


The Oklahoma Legislature has 
passed a measure which will require 
withholding at 5 per cent of the 
amount withheld for federal income 
tax purposes. The Senate, however, 
in concurring with House amend- 
ments to its bill, has reserved its 
right to review its concurrence and, 
as we go to press, the bill (S. B. 153) 
has not yet been signed by the governor. 


Property taxes.—Personal property 
stored in an Jowa public warehouse 
and intended for ultimate sale or re- 
sale, but not directly from the ware- 
house, is exempt (S. B. 212, effective 
July 4, 1959). (Another new law 
(S. B. 544) defines a public ware- 
house.) Another Iowa law provides 
that a county treasurer may collect 
property taxes immediately by dis- 
tress sale when the owner is about 
to remove the property from the 
county or dispose of it (H. B. 81, 
effective July 4, 1959). Iowa counties 
are permitted to levy an additional 
tax for ordinary county revenue of 
two mills for the years 1959 and 1960 
(H. B. 125, effective July 4, 1959). 


Kansas has changed the basic date 
of assessment from March 1 to Janu- 


TAXES —The Tax Magazine 








ary 1 (S. B. 257, effective upon pub- 
lication). 


Excise taxes.—/owa, Nebraska and 
South Dakota have all increased the 
tax on cigarettes. Iowa’s tax hike is 
one cent per pack (H. B. 266, effective 
July 4, 1959); also one cent per pack 
is Nebraska’s tax hike (L. B. 223, 
effective 90 days after adjournment). 
South Dakota’s tax hike is from 1% 
mills per cigarette to 2% mills per 
cigarette for cigarettes weighing not 
more than three pounds per thousand, 
and from 4 mills to 6% mills per 
cigarette where the weight is more 
than three pounds per thousand (S. B. 
207, effective July 1, 1959). 


Sales and gross receipts taxes.— 
Jowa has made the licensed operator 
of a carnival, fair, picnic, or similar 
celebration liable for the sales tax on 
the gross receipts of concessionaires 
operating under his auspices (memo- 
randum of the state tax commission). 

The Oklahoma sales tax exemption 
for feed and farm machinery, provided 
for in a 1957 law, became operative 
on June 1, 1959, after a referendum 
petition which contested the exemption 
was declared invalid by the Oklahoma 
Supreme Court for not containing 
enough qualifying signatures. 


Licenses and fees.—/ owa’s new busi- 
ness corporation act requires domestic 
and foreign corporations to pay an 
annual license fee based on their stated 
capital, ranging from $5 for a stated 
capital not over $20,000 to $3,000 for 
capital exceeding $500 million (H. B. 
368, effective July 4, 1959). 


Pacific States 


Income taxes.—Oregon has _ sub- 
jected to the corporation excise (in- 
come) tax the unrelated business 
taxable income of exempt corporations 
(Ch. 356, effective August 5, 1959). 
The state has also revised its law 


State Tax News 


governing the determination and recog- 
nition of gain and loss to more closely 
follow the federal Code (Ch. 389, effec- 
tive August 5, 1959). Oregon now 
permits a deduction of net loss for a 
period of five years, until the loss 
has been exhausted (Ch. 92, effective 
August 5, 1959, applicable to net losses 
occurring after December 31, 1956). 


Property taxes.—Oregon exempts 
for two years industrial buildings in 
course of construction and unoccupied 
as of January 1, and includes in the 
exemption machinery or equipment 
located in the buildings (Ch. 246, 
effective January 1, 1960). 


Business and occupations taxes.— 
Washington has increased the addi- 
tional business and occupations taxes 
to 76 per cent of basic rates from 
April 1, 1959 to July 1, 1961, and has 
doubled both the basic rate and the 
minimum taxable income for “mis- 
cellaneous” businesses (Ch. 5, extra 
session, effective April 1, 1959). 


Excise taxes.—The cigarette tax in 
Idaho has been raised from four to 
five cents per pack (Ch. 171, effective 
July 1, 1959). 


Southern States 


Income taxes.— Arkansas has adopt- 
ed federal Code provisions relating 
to the taxation of employees’ trusts 
(Act 202, effective January 1, 1959). 


South Carolina has enacted a general 
appropriations bill (H. B. 1215) which 
makes a number of income tax changes. 
Effective January 1, 1960, general with- 
holding from wages paid to residents 
will be required. New income tax 
brackets are added at the top and 
rates are graduated to 7 per cent for 
income over $10,000. Federal income 
taxes are no longer deductible. Build- 
ing and loan associations are subjected 
to a one-year temporary tax increase 
from 4% per cent to 8 per cent of net 
income. 
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WASHINGTON TAX TALK 


Code in for another major revision . . . Depletion allowance 
for oil and for humans . . . Commissioner speaks on rulings. 


” 


UBLIC HEARINGS to be held by the House Committee on Ways 

and Means beginning on November 2 will kick off a study of the 
federal tax laws with an eye toward reform. The public hearings will 
start with panel discussions by representatives of the professions, 
business, labor, agriculture, research organizations and educational 
institutions. Interested persons will be given an opportunity to ex- 
press their views at a later date. 


One of the basic goals of these hearings will be to “broaden the 
tax base” by including in gross income certain income which is now 
excluded by law. A substantial part of these hearings will be devoted 
to these exclusions, which Chairman Mills feels narrow the tax base 
or which provide special treatment for income items in the base. 


The biggest question facing the committee during these and later 
hearings is: Will it be possible to broaden the base to permit significant 
reductions in income tax rates without sacrificing the revenues needed 
by the government? The committee realizes this is not possible under 
the present tax laws, since the Treasury Department has annually 
requested that corporate and certain excise tax rates, scheduled to be 
reduced on June 30 each year, be continued at their present pre-Korean 
War levels. The Treasury insists that the revenues from these addi- 
tional rates are necessary to pay the expenditures of the federal 
government. 


Chairman Mills has emphasized that a constructive tax revision 
cannot be accomplished overnight, and that extreme care and thorough 
analysis will be required by the committee to make certain that its 
proposals to Congress will be practicable and that they will meet the 
needs of the American economy. 


The list of subjects to be discussed during the committee hear- 
ings bears out the view of a Congressional tax committee staff member 
who stated: “Open the Internal Revenue Code to any page, put your 
finger on a section, and you can rest assured it will be discussed at 
these hearings.” 
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The Congress 

“Annual legislative pilgrimage.”— 
In what Representative Mills described 
as its “annual legislative pilgrimage,” 
the House voted on June 8 to extend 
the present corporate income tax rate 
and the existing rates of certain excise 
taxes, the fifth such “pilgrimage” since 
their establishment in 1954. The cor- 
porate income tax rate will remain at 
52 per cent, rather than reverting to 
47 per cent as it was scheduled to do 
on June 30. Excise taxes on distilled 
spirits, beer, wine, cigarettes, pas- 
senger automobiles and automobile 
parts and accessories were the ones 
affected. In the debate on this bill, 
Representative Colmer said that fail- 
ure to pass this legislation would have 
resulted in a loss of approximately 
$3.1 billion in a full year and a loss of 
slightly over $2 billion in fiscal 1960. 


Oil depletion.— Poor Grandma Jones 
wasn’t able to spend Thursday, May 
21, in her favorite rocking chair. She 
was right smack in the middle of a 
debate in the United States Senate: 


ee 


Senator Long: Let us take 
a stockholder, Grandma Jones, who 
holds 6 shares in a company which 
may have $5 million or $6 million 
worth of assets. She would be denied 
the benefit of the 27% percent deple- 
tion allowance, under [ Prox- 
mire’s] proposal; while, on the other 
hand, an independent producer who 
might be worth $1 million would, 
under the Senator’s proposal, be per- 
mitted the benefit of that allowance, 
even though he was in better financial 
shape than Grandma Jones, who had 
inherited 6 shares of stock. Why 
should not the old lady, who happened 
to own 6 shares of stock in a substan- 
tial company, receive the same tax 
treatment as the independent who 
might be worth $1 million?” 


“Tt is interest- 
that whenever 


Senator Proxmire: 
ing, Mr. President, 
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Standard Oil Company or other cor- 
porate enterprises which have such 
enormous advantages are mentioned, 
it is always Grandma Jones who is 
said to have a little stock and who 
would be seriously affected. The fact 
is that all stockholders, whether 
Grandma Jones or a wealthy stock- 
holder, have the same protection the 
big corporations have. Grandma Jones 
is in the same position, as a stock- 
holder, as all the other stockholders 
of corporations, which can _ spread 
their losses over their gains. They 
can diversify. The problems of the 
costs of explorations and bringing in 
dry holes would not adversely affect 
Grandma Jones. The fact is that the 
big oil companies pay far less in taxes 
than do other comparable corpora- 
tions, that their risks are less than 
those of comparable corporations, and 
that the case for giving them special 
tax treatment cannot be rationally 
justified on the basis that there are 
stockholders of the company whose 
incomes are modest. 


“On that basis, justification could 
be made for a complete exemption, 
I presume, for any corporation, be- 
cause it could be found that a widow 
or an orphan depended on that com- 
pany for income. Therefore, it could 
be said that when that corporatior 
was forced to pay the same taxes as 
every other company, we were hurt- 
ing the poor orphan or widow.” 


Senator Long: “The Senator knows 
[ have been fairly consistent in my 
efforts to favor Grandma Jones. My 
efforts to provide welfare increase 
and adequate social security payments 
should show that my heart is in it.” 

Senator Proxmire: “Grandma Jones 
has no better friend than the distin- 
guished junior Senator from Louisiana.” 


Thus it was that Grandma Jones 
went to Washington to be a promi- 
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nent figure in a debate on the oil and 
gas depletion allowance. Senator 
Proxmire - introduced a bill which 
started the discussion, calling for a 
decrease in the oil and gas depletion 
allowance from 27% per cent to 15 
per cent for those who receive income 
from oil and gas properties in excess of 
$5 million a year; from 27% per cent 
to 21 per cent for those who receive 
income from oil and gas properties 
between $1 million and $5 million a 
year ; but which would keep the exist- 
ing rate for those with income from 
oil and gas properties below $1 mil- 
lion a year. 


Human depletion—A few days 
later, on May 26, another form of 
depletion allowance was made the 
subject of a Senate bill. Believing 
that there is a need to recognize and 
compensate for the depreciation or 
depletion of human resources, Senator 
Richard Neuberger introduced a bill 
identical with one introduced in the 
House by Herbert Zelenko. It would 
provide this: Each taxpayer, after he 
reaches the age of 45, would be allowed 
an income tax deduction of 1 per cent 
of his income earned by salaries, 
wages or other activities for each year 
of age after 45. Speaking of his bill, 
Senator Neuberger said: “The pro- 
posed progressive tax deduction would 
serve as an economic incentive to con- 
tinue work for those men and women 
who would prefer to remain gainfully 
occupied, but it would also simul- 
taneously give due recognition to the 
inevitable facts of human depletion.” 


The Supreme Court 


Working beyond its last scheduled 
session of June 8, the Supreme Court 
has announced action in 16 tax cases: 
American National Bank of Jackson- 
ville (priority of federal tax lien over 
mortgage); Bidart Brothers (tax on 
income from sale of unharvested crops 
with leasehold interest); Crown Zel- 
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lerbach (state business and occupation 
tax); David (income tax evasion) ; 
DeLucia (income tax evasion) ; Flying 
Tiger (state property tax); Forman 
(income tax evasion) ; Gilbert (income 
tax deduction); Gough Industries 
(state sales tax) ; Helms Bakeries (ex- 
cess profits tax); Kirkpatrick (estate 
tax); Kaiser (income tax on strike 
benefits) ; North American Van Lines 
(highway motor vehicle tax); Price 
(suit for back income taxes) ; Ruther- 
ford (federal wagering tax) ; and Smoot 
Sand and Gravel (tax on interstate in- 
come). 


Rehearings were denied in American 
National Bank of Jacksonville, David, 
and Smoot Sand and Gravel; certiorari 
was granted in Forman, Kaiser and 
Price; and certiorari was denied in all 
the other cases. 


The Commissioner 


Rules on rulings.—Dana Latham, 
the Commissioner of Internal Rev- 
enue, told members of the Southern 
States Conference of Certified Public 
Accountants, in Oklahoma City, Okla- 
homa, that certain ground rules must 
be followed by tax counsel requesting 
tax rulings for clients, and that unless 
these established rules are followed 
it may be necessary to reduce the 
area in which tax rulings will be 
issued. Commissioner Latham made 
the following suggestions which he 
feels will result in more prompt rul- 
ings from the Service, and which will 
also reduce the workload of the ruling 
personnel of the Service: 


(1) Make certain the ruling is nec- 
essary. A thorough search in com- 
mercial tax services may reveal a 
ruling or court decision more or less 
in point to the problem involved. Tax 
counsel should make every effort to 
resolve the problem himself. 


(2) The current practice of tele- 
phoning the personnel of the Service 
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from all parts of the country, posing 
a tax problem and, then, asking for an 
informal statement as to the views of 
the Service is unsatisfactory. Certain 
important facts may be omitted, with 
a resultant misunderstanding both on 
the part of the taxpayer, his repre- 
sentative and the Service personnel 
attempting to answer the question. 
It is possible, Commissioner Latham 
explained, that the IRS will have to 
impose rigid rules forbidding its per- 
sonnel to answer a telephone request 
for an informal ruling or to meet with 
taxpayer representatives on an infor- 
mal basis. 


(3) A conference with Service per- 
sonnel should not be requested unless 
there is a likelihood of an adverse 
ruling with respect to one or more of 
the issues involved. 


(4) The most important way the 
taxpayer and his representative can 
assist the IRS and get a quick and 
proper ruling is to observe the re- 
quirements laid down by Revenue 
Ruling 54-174. This ruling specifies 
that a complete statement of all facts 
involved be presented with the re- 
quest; including names and addresses 
of interested parties, copies of all con- 
tracts and pertinent documents, and a 
full statement of the taxpayer’s posi- 
tion in the matter, supported by rele- 
vant authorities. 


“Our ruling procedures have be- 
come a vital part of the administration 
of our tax laws,” Commissioner Latham 
stated. “We want to continue, and 
even expand this area of assistance. 
To function adequately, however, we 
will need your continued help and 
assistance.” 


Vacations at company expense.— 
Vacation time is here and the Com- 
missioner has issued his annual warn- 
ing to taxpayers who take vacations 


at company expense. He will have 
his tax agents watch for “tax paid 
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vacations” under the guise of business 
trips. IRS agents will check closely 
on amounts claimed for the cost of 
club dues, entertainment, and company- 
supported automobiles, yachts, air- 
planes, hunting lodges and beach 
cottages to make certain that they 
qualify as bona fide tax deductions. 


The Treasury 
Sale of Treasury bonds.—lIf the high 


individual and corporate income tax 
rates hamper your business operations, 
you can understand the problems of 
the Secretary of the Treasury when 
he tries to raise money through the 
salé of Treasury bonds. Testifying 
before the House Committee on Ways 
and Means on the President’s pro- 
posal to raise the public debt ceiling 
and the interest rate on Treasury 
bonds, Secretary of the Treasury 
Anderson gave the following reasons 
investors are not holding on to Treas- 
ury bonds, and why sales of new 
Treasury bonds are lagging: 


(1) The continuation of high indi- 
vidual and corporate income tax rates 
makes it easier for state and local 
governments to sell their securities 
because the interest from these secu- 
rities is tax-exempt under the federal 
tax laws. This tax-exempt interest 
feature makes federal securities less 
attractive to investors. 

(2) Corporations are more inclined 
to borrow money for expansion than 
to issue stock, since interest payments 
on the loans are deductible for income 
tax purposes, but dividend payments 
are not. Corporate borrowing has in- 
creased the competition for investment 
money to the expense of Treasury 
bond sales. 


Treasury examination.—A new class 
of tax men will soon be entitled to 
practice before the Treasury. A two- 
day written examination held through- 

(Continued on page 658) 
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THE DISPROPORTIONATE REDEMPTION FORMULA— 


Continued from page 634 


The basic fraction becomes 
.2(11439) 2287.8 


.8(8729) 4455.8 


513443. 
11439 


Applying this fraction: 
Shareholder D: 7130 X .513443 = 
3660.848, increased to 3661. 





.278 
equals 
1.156 


726 
equals which 
fa + fe + fe 1.156 


fa 152 


fr 


fa + fe + fe 
f. 


but equals 


fa + fe + fe 1.156 


Accordingly, the redemption of D’ 


3662, and f, becomes 1.152, and fy + f, + 
fa 


een ee eae paid is now 
fa + f, + fr 


fe .278 


is now ——, 


2.156 
.726 


fa + fo + fe 
f. 


is now 
see 


fa + fe + fe 2.156 


Accordingly, 
Preredemption 
Shareholder Holding 


D 7130 
E 1099 
F 500 


Example 2 


Assume a corporation with 6600 
shares outstanding. A, B and C, with 
1650 shares each; D, with 1056 shares; 





*Again, Mr. Ginsburg’s procedure runs 
into difficulty. His first trial formula be- 


2(1650) (6600) 2178000 
6600—.8(5) (1650) 


which equals infinity. 
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comes: equals 


0 


which is greater than —- or 


which is less than — or 


1.152 


2.156 
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Shareholder E: 1099 X .513443 = 
564.274, increased to 565. 

Shareholder F: 500 X 
256.722, increased to 257. 

The preliminary adjustments are: 
f4 equals .152, f. equals .726 and fy 
equals .278. Now: 


513443 


400 


11439 
879.2 


S&F 


T 
8E 
is greater than —— or 
T 
8D 


11439 
5704 


a 11439 
s stock is increased by one share, to 
f; becomes 2.156. 


5704 


11439 
8F 


still greater than —, 
T 
&E 

, still greater than —. 


, greater than 


Ratio of Preredemp- 
tion and Postredemp- 
tion Interest 


79.99% 
79.93% 
79.98% 


Shares 


Redeemed 


3662 
565 
257 


and E, with 66 shares, wish 
ticipate in the redemption.* 
The basic fraction is 
.2(6600) 


to par- 


1320 


6600—.8(6072) 1742.4 
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Applying this fraction, the compu- Shareholder D: 1056 X 25/33 
tations are: 800, increased to 801. 

Shareholder A: 1650 X 25/33 = Shareholder E: 66 X 25/33 
1250, increased to 1251. 50, increased to 51. 

Shareholder B: 1650 X 25/33 = 
1250, increased to 1251. 

Shareholder C: 1650 X 25/33 = 
1250, increased to 1251. Now: 


The preliminary adjustments, f,, 
f-, fa, and fe are each 1. 





fa 1 BA 1320 1 
————————— equals —, which is not greater than —, or equals — 
fa + fo + fo + fa + fe 5 T 6600 5 


(Similarly for B and C, whose holdings are identical with A’s.) 


However, 
fa l 8D 844.8 
——__—_—_—_———— equals —, which is greater than —— or " 
f. + fo + fe + fa + f. 5 7 6600 
f. 1 SE 52.8 
and —————————_ equals —, which is greater than —— or 3 
fa + fo + fe + fa + fe 5 - 6600 
In the first adjustment, the number of shares to be redeemed from each 
of A, B and C is increased by 1. Now: 


fa 2 1 8A l 
—_—_—_—__—_————- equals — equals —, which is greater than — or —. 
fa + fo + fo + fa + fe 8 4 T 5 
(Similarly for Band C.) However, 
fa 1 844.8 


————————- is now —, which is less than 
f, + fe + {. + fa + f, 8 6600 
fe 1 528 
but equals —, which is still greater than 
fa + fo + fe + fa + fe 8 





Hence, the redemption from D is increased by 1. Now: 
fa 2 8A 1 


————_—_———— equals —, which is greater than ——or 
fa + fo + fe + fa + fe 9 T 5 


(Similarly for Band C.) Furthermore: 


fa 2 8D 

equals —, which is greater than —, 

fa + fo + fe + fa + fe 9 T 

f. 1 8E 

and ————————-. equals —, which is still greater than —. 
fa + fo + fe + fa + f. 9 - 


Accordingly, 
Ratio of Preredemp- 
Preredemption Shares tion and Postredemp- 
Shareholder Holding Redeemed tion Interest 

A 1,650 79.96% 

B 1,650 79.96% 

Cc 1,650 79.96% 

D 1,056 79.73% 

E 66 75.34% 


NN bh 
mun 


RB 
m— NNW db 


wn 


Disproportionate Redemption Formula 





Incidentally, it may be observed 
that the number of adjustments re- 
quired is generally not dependent so 
much upon the number of share- 
holders, or their preredemption per- 
centage holdings, as upon the fractional 
remainders involved. Those inter- 
ested may test this statement by 
assuming the same percentage hold- 
ings for A, B, C, D and E in the last 


example, with a different number of 
shares.°® 


Finally, it may be noted that if all 
shareholders wish to participate in 
the redemption, the basic fraction be- 
2T .2T 

comes : ————————- equals 
T— 8ST .2T 

equals 1, indicating (correctly) that 


total redemption would be required. 
[The End] 
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out the United States on June 24 and 
25 is being taken by 2,500 persons for 
special enrollment to practice before 
the Treasury as agents. Permission 
to practice before the Treasury De- 
partment entitles those enrolled to 
represent clients before any bureau 
of the Treasury. However, those 
passing the Treasury examination 
will not automatically be enrolled to 
practice before the Tax Court of the 
United States, which has its own 
examination for persons who are not 
attorneys or certified public accountants. 


Attorneys and certified public ac- 
countants are enrolled to practice 
before the Treasury Department upon 
presentation of proof of their status. 
In the past, tax men who did not 
automatically qualify to practice were 
permitted to take a written examina- 
tion which very few applicants were 
This led to criticism of 
the examination procedure, and last 
October the Treasury announced the 
new modified examination procedure. 
The examination given in previous 
years was based upon questions taken 
from bar and CPA examinations. The 
modified examination stressed knowl- 
edge. of the bureaus comprising the 
Treasury, the federal tax laws, proce- 
dures for taking appeals to the Tax 
Court, rights of taxpayers, conference 


able to pass. 


procedures and similar subjects which 
were designed to test the competency 
of the applicants. 

Experience gained from the June 24 
and 25 examination will be used by 
the Treasury to determine whether 
similar examinations should be held 
on a regular basis. 


Appointments.—The Secretary of 
the Treasury has made the following 
appointments: 

Michael Waris, Jr., has been named 
assistant head of the Treasury Legal 
Advisory Staff. He fills the position 
formerly held by Edward C. Rustigan, 
now associate head of the Legal Ad- 
visory Staff. This staff plays an 
important role in the Treasury’s leg- 
islative program on federal taxes, and 
reviews all internal revenue regula- 
tions before they are issued. 

Joseph L. Carrigg is the new direc- 
tor of practice, succeeding George C. 
Lea, who is now a member of the 
Commissioner’s staff. As director of 
practice, Mr. Carrigg handles the en- 
rollment of attorneys and agents 
entitled to practice before the Treas- 
ury Department. 


Howard A. Dawson, Jr., has been 
appointed an assistant chief counsel 
for the Internal Revenue Service, suc- 
ceeding John W. Burrus, who retired. 





*For example, if, of 6200 shares, A, B 
and C have 1550 shares each, D has 992, and 
E has 62, no adjustment beyond the round- 
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ing process is required. The numbers of 
shares redeemed are 1175, 1175, 1175, 752, 
and 47, 
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Meetings of Tax Men Hotel in Buffalo, New York. Among 
Texas CPA’s.—A three-day program the topics to be discussed are these: 
of technical information for the tax What the A orthwestern States Port- 
specialist will be offered September land Cement and Stockham cases mean ; 
21-23 at the Sixth Annual Institute ‘"amking of federal, state and local tax 
on Taxation sponsored by the Texas iens—proposed amendment of the 
Society of Certified Public Account- /nternal Revenue Code; formal review 
ants at and with the cooperation of procedures—the state tax Court pro” ® 
the University of Houston. Cochair- PoSsal; apportionment of multistate 
men are E. L. Wehner and I. E. Mc-_  imcome; and the soemien of imported MAIL TODAY 
Neill, both of Houston. Charles J. property—the practical effect of the 
Anthony of Dallas is program chair- Youngstown and Algoma cases. 
man. 


for 
Brand-New Guidance on 
National Society of Public Account- Corporation Law and 
National Association of Tax Ad- ants.—August 24-28 are the dates of Business Controls! 
ministrators.—-_The Twenty-seventh the Fourteenth Annual Convention 
Annual Meeting of the National Associ- of the National Society of Public 


ation of Tax Administrators will take Accountants. The convention will be —————— 
place July 8-11 at the Statler-Hilton held at the Sherman Hotel in Chicago. j WHT 
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